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Next month we shall introduce a new 
department—“Tax Briefs,” written by 

J. H. Landman. Mr. Landman, now 

with Peat, Marwick, Mitchell and Com- 

pany, brings his column from the 

National Industrial Conference Board’s 

Basness Record. © © FV STS 

Since the Supreme Court decision in 

the Northwest Airlines case, federal and 

state officials have been concerned with 

the multiple taxes laid upon airline 
| property. Mr. Kassell, Deputy Com- 
missioner, Department of Taxation and 
Finance, State of New York, presents a 
model statute to provide an equitable 
method of state taxation of air carriers. 
Another valuable article in the April 
issue will be Mr. Geller and Mr. Levi- 
tan’s joint effort, “Tax Problems Re- 
lating to Patents.” * * * * * * 


Mr. Locke, Attorney in Charge of 


Editor 
Henry L. Stewart 
Washington Editor 


the Administrative Section of the Tax 
Division of the Department of Justice, 
will take the reader on a tour of this 
important division. * * * * * * 
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Arthur E, Dunsmore is the Sproul and 
Nicholas Murray Butler of the _little- 
publicized but highly rated school for the 
Bureau. The school offers the most inten- 
sive and complete tax law training program 
of any school in the country, and it’s ex- 
clusive, too, in spite of its large enrollment. 
You can’t attend—unless you are a Bureau 
employee. In that case you sign up for a 
lifetime course. For a better insight of Mr. 
Dunsmore and his BIR school, read Farrar’s 
article, starting on page 232. 


Congress—tThe Price of Fur Coats 


“Apparently the Treasury Department 
thinks there is such an animal as a mouton.” 


“What’s a mouton, anyway?” Senator 
Hickenlooper asked. 


“It’s sheep’s wool.” 


These questions were asked in the Senate 
when Senator Millikin (chairman, Senate 
Finance Committee) presented his Excise 
Tax Act of 1947. To some senators, it ap- 
peared doubtful that mouton coats should 
have been taxed by the excise tax on furs. 
After all, the Code does say “articles made 
of fur.” 


Senator McCarthy proposed an amend- 
ment to exempt most fur-trimmed coats 
from the twenty per cent tax. The Excise 
Tax Act of 1947 would continue the rates 
now in force, but subject to automatic re- 
duction on June 30, 1947. These rates 
should be continued, says the chairman of 
the Senate Finance Committee, because (1) 
a buyers’ strike has developed in these items 
[people are postponing their purchases until 
after June 30, when the taxes will be either 
reduced by fifty per cent or eliminated]; 
(2) these items should be brought into line with 


other taxed items having no automatic ter- 
mination date [transportation of property, 
business store machines, etc.]; (3) we need 
the revenue [$1,200 million]; and (4) if we 
cut excise taxes, we cannot cut income taxes 
as much as we would like. 


Many a man has wanted to know why 
these coats cost so much. Who makes the 
big profit—the trapper, the raiser of animals, 
the manufacturer or the retailer? Now it 
comes out that it’s Uncle, for often the tax 
exceeds the cost of the furs or the “shell.” 


Senator Ellender explained it this way: 
“... the tax on a coat made from these 
cheaper varieties of furs is often greater 
than the entire cost of the raw fur that goes 
into the making of the coat. Is such a tax 
just? It amounts to confiscation, in my 
opinion. Such a high tax has demoralized 
the sale and distribution of fur coats to 
such an extent that many fur dealers and 
manufacturers of fur coats have been put 
out of business. ... 


“ . . those who catch and ensnare the 
animals that produce these cheaper grades 
of furs have likewise lost heavily. Raw furs 
have piled up in the warehouses all over the 
country and the prices of this winter’s catch 
have been extremely low. To give an ex- 
ample, muskrats sold for $1.70 per hide last 
year and today the trapper is selling [them] 
at less than 75 cents per hide. ... 

“ . . the fur in a mouton coat is of the 
value of about $12 to $15. The manufac- 
turer’s selling price, including the cost ol 


dressing, dye, labor, finishing, overhead, and f 


a reasonable profit, is from $40 to $90. Add 


to that price the profit of the retail dis-f 


tributors and the consumer pays from $60 to 
$135 for the coat. Now, on top of that we 
must add the tax, which ranges from $12 
to $27. Why should a coat whose manu- 
facturing cost is $90, with a retail price ol 
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$135, be taxed $27, when the cost of the fur 


ranges f from $12 to $15?” 


Kind of fur 


Mouton 

Raccoon 

Rabbit (longhair) (principally of Aus- 
tralian origin) 

Opossum (North America) 

Skunk 

Southern muskrat 

Northern muskrat 

Chinese kidskin 

African kidskin 

Indian kidskin 

Squirrel (principally of Russian origin) 

Persian raw 

Mink (southern) 

Mink (average good northern) 

Russian sable (jacket) 

3aum marten (jacket) 

Stone marten 





Persian lamb (good _— 
Russian broadtail . 


But the interpretation placed on Section 
2401 et seq. classifies mouton as fur: 

“The undyed sheared sheepskin known 
as shearling and used for lining of work- 
men’s coats, etc., is not considered fur. 
However, shearling which has been ‘elec- 
trified,’ dyed or otherwise made to resemble 
fur is treated as fur. .... The term ‘Mouton’ 
is a trade name to represent an article 
commonly or commercially known as fur 
and as such is taxable.” (Bureau letter dated 
November 3, 1941.) 

If women would wear their mouton on 
the inside of their coats, as men do, instead 
of on the outside, as the sheep does, they 
would escape the tax. 


Opinions and Retrospection 


The brash period of introducing bills 


for tax reduction is past. Now we are in 
the second period of sober examination 
of the budget and financial policies to deter- 
mine (1) if tax reduction is possible, and 
(2) how far it is possible. 

“Congress does not have a mandate to cut 
taxes,” says Senator Morse, “until it does 


Washington Tax Talk 


Average cost 
to manufacturer 
of fur for 1 coat 

in the raw 


Senator Ellender presented the following 


table to prove his point: 


Manufacturer’s 
selling price 
(including cost 
of dressing, 
dye, labor, 
finishing, over- 
head and profit) 


$40- $90 
100— 150 


70-75 
70-75 
175 
150 
190 
140 
100 
125 
200 
125 
1,350 
2,700 
4,400 


130- 
155- 
135- 

90- 


100- 


725-— 750 
620 
1,225 


1,200-1,250 
1,000 
1,800 





two things: First, make very clear that we 
provide ...a budget which will be sufficient 
to enable us to maintain our national secu- 
rity; and second, squeeze from that budget 
every wasted dollar, and apply the savings 
on the national debt. .. . They [the Re- 
publicans] deceive them [the people] if they 
cut the budget and reduce taxes and at 
the same time so depreciate the value of the 
United States dollar as to take out of the 
pockets of the taxpayers many more dollars, 
because of their depreciated value, than they 
could save by tax reduction made for 
political purposes.” 

“Senators talk about reducing taxes. I 
should like to call their attention to the 
plain facts and my chart,” says Senator 
O’Mahoney. “Observe the red line repre- 
senting the Federal debt in the period from 
1920 to 1932, showing merely a slight re- 
duction. Five times during that period, the 
12-year period from 1920 to 1932, the Con- 
gress of the United States passed income- 
tax-reduction laws, and the result was that, 
although by about 1926 the Federal debt 
had reached its lowest level since the peak 
of World War I, a depression came upon 
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the country which caused the Federal debt 
to rise.... 

“Income-tax reduction did not pay off 
the debt. We left World War I with 
$26,000,000,000 of debt. We entered... 
1933 with a debt of less than $2,000,000,000 
below that, and then was added the debt 
incurred in the effort to fight the depression. 

“It was not until we began to prepare 
for World War II, in 1940, that the debt 
rose about $50,000,000,000. But all this time 
the national income was sometimes twice 
as great as the public debt. Always it was 
greater. Sometimes it fell a little. 

“The line on the chart in the year 1932 
shows the slip that took place as a result 
of the depression of 1929. National income 
dropped, and the national debt rose. Na- 
tional income dropped then without any 
tax-reduction law, and the Federal revenues, 
the lowest line on the chart, also dropped 
without any tax-reduction law, because 
when the people are not able to work, when 
factories close, when stores close, and 
people lose employment, then the national 
income declines and the tax receipts decline. 
That cannot be avoided. It is an inevitable 
result. It follows just as the rising of the 
sun follows the setting of the sun. The two 
things are absolutely tied together. 

“The important thing is to observe that 
it was not until 1944 that the national debt 
rose above the national income. But ob- 
serve how the national income had _ in- 


creased. In 1942 the national income was 
almost $150,000,000,000. In 1944 it was 
$150,000,000,000. Then it went above 


$150,000,000,000. Today the national income 
is $165,000,000,000, the highest peak ever 
reached in the history of this or any other 
country. If we do not pay off the debt while 
we have the money with which to pay it, 
if we do not pay off the debt while the 
national income is at this high level, we will 
never pay it off. 

“Mr. President, if we imitate the errors 
of the period from 1920 to 1930, and reduce 
taxes without applying the money, first of 
all, upon the national debt, the result will 
be the same as that shown on this chart, 
but because the public debt in World War 
II is 10 times greater than the public debt 
in World War I, there will be brought 
about a crash from it which it is doubtful 
if the capitalistic system itself could survive. 

“Mr. President, observe the difference shown 
on this chart. Public debt, $259,000,000,000. 
Federal revenues, somewhat under $50,000,- 
000,000, a little more than $40,000,000,000, 
as a matter of fact—but the national income 
of the people, $165,000,000,000.” 
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Congressman Byrnes laments, “We spend 
too much time talking over formulas and 














overlooking the most important point: that Isa 


we can reduce taxes only as we correspond- 
ingly reduce expenditures.” 


Congressman Knutson says, “There are 
those who claim that the budget can be cut 
down to $28 billion . . . but I am satisfied 
it can be brought down to $32 billion with- 
out in any way impairing the national de. 
fense, our obligation to veterans, and for 
all needed expenditures for necessary goy- 
ernment activities.” 


Millikin’s conference committee has voted 
for a reduction of $4.5 billion, leaving the 
budget at $33 billion. Now, should this be 
accepted as final, the question becomes: 
Shall we use the excess revenue (anticipated 
income near $40 billion) to reduce the debt 
or to provide a tax reduction? 

Taft says, “It is more important to re- 
duce taxes than it is even to reduce the 
national debt.” 


Congress began backwards on this thing 


Odds and Ends 


The MacDonald case [CCH Dec. 
15,563(M)] may become as famous as the 
Dobson case. It will answer the question, 
“Is the Tax Court a court or an administra- 
tive agency?” The Attorney General, in a 
letter to Senator McCarran, has stated that 
it is a court and in denying the MacDonald 
motion to vacate its judgment, decided for 
itself that it is a court. 


The optional tax table is being placed in 
state income tax laws, too. California, Ken- 
tucky, Maryland, Oklahoma and Oregon— 
all income tax states—now have them for 
their taxpayers. 

State income tax laws are being readied 
in Indiana and Nebraska. 

The question of whether or not the provi- 
sions of Section 721 applied to the computa- 
tion of excess profits credit carry-over from 
one year to another, has been a polemic 
issue in several articles in this magazine 
last year. (“How Section 721 Affects Your 
1946 Credit Carry-back,” by Paul Simon, 
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September, 1946; Letters by Paul Seghers, | 


October and December, 1946.) Mr. Seghers’ 
point was sustained by the recent decision, 
San Francisco Stevedoring Company, 8 TC —, 
No. 25 [CCH Dec. 15,574]. 

Proposed regulations under the British 
Death Tax Convention have been drawn by 
the Commissioner. Objections may be filed 
by March 10, 1947. 

[The End] 
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Farmer Cooperatives 


PAUL J. FOLEY 


re- 
the 


‘ing N THE IMMEDIATE PAST there has _ virtually every meal prepared. Thus, since 

been a running skirmish on the exemp- the non-farm population is the ultimate 

tion from corporate income taxes provided buyer of most of the products marketed by 

under Section 101 (12) of the Revenue farmer cooperatives, the non-farm popula- 

Dec. § Code for certain types of farmer coopera-_ tion has an equal stake in this vast market- 
the } tives, which adhere rigidly to prescribed ing operation. 

tion, J regulations concerning their manner of 


stra- | operation and ownership. The United States ‘ : 
: : ; change appears to be carried by a relativel 
in a § House of Representatives Committee on Be app y y 


h Small Business held hearings on this sub- small but extremely vocal group of eals- 
mad | it during April and May of 1945, ‘The St¥led businessmen located principally in 
ya TRS, 70th, Conencss) twade it Although their opposition to cooperatives 

: ‘ seems to be based on general principles, 
much of their effort has centered upon sub- 
jecting all farmer cooperatives to corporate 
income tax. 


The brunt of the campaign for Code 


d in | @Pparent that this matter will be the subject 
Sen. | of congressional consideration at the next 
on— § tearings on a new revenue act. The tre- 
for | mendous volume of business conducted by 

these farmer cooperatives, as well as their 
died | economic role, which has no counterpart in Types 

urban life, makes them of unique interest. 
rOVi- During the marketing year 1944, farmer There are two basic types of farmer 
utae | COOperatives did over five billion dollars of cooperatives, namely, marketing and purchas- 
from | sfoss business. This sum dwarfs many ing. The purpose of the marketing cooper- 
emic | TOminent industries of important daily atives, which are much the larger, is to sell 
zine | CoNcern in urban life, and should emphasize farm produce and return the proceeds, less 
Your | the importance of this rural segment of expenses, to the producing farmers. The 
mon, | Ur economy. The interest of the farmer purchasing cooperatives acquire or process 
hers, | Member is readily appreciated. Although materials or machinery necessary on the 
hers’ | interest of the urban population is prac- farm and sell these to farmer members at 
sion, | tically nonexistent, it should be very real cost, plus expenses. For the marketing 
C —, |} since housewives use some foods initially year 1944, the approximate distribution of 
| marketed through farmer cooperatives in business volume was as follows: 
‘itish | ‘ 
n by This article embodies some of the remarks made in an address before the annual meeting 
filed | of the Michigan Association of Farmer Cooperatives by the author, a Washington tax 
counsel, who is an attorney, and certified public accountant (Illinois, Maryland and New 
End) } York), and head of Paul J. Foley & Co., Washington, Chicago and New York 
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All Purchasing Cooperatives........ been so demanding that, according to the 






















Marketing Cooperatives most recent data available, for the year 
Cr as... CR BE. ea 23% 1944 only 5,595 out of 10,300, or about fifty- 
Fruits, Nuts and Vegetables.. 16% four per cent, doing about three billion 
Dairy Products ............. 23% dollars of business (plus volume in excess 
eee of commission reported by some commis- 
OS Se eee sion cooperatives) filed Form 990, thus 


Miscellaneous .............. 6% availing themselves of the exemption. It 

86% may be concluded that the remaining forty- 
The geographic location of these coopera- Six per cent did not consider the exemption 

tive associations for the marketing year Worth the resultant restrictions. 

1944 was distributed throughout the sec- 





tions of the United States as follows: Patronage Refund 
West North Central......... 30% i : 
at Get Geel <5... 23% Under the general provisions of the 


; : ode* any cooperative business ventur 
Mountain and Pacific........ 20% Code y P e, 


‘ regardless of the nature of the commodity 

tg ger tgamy Atlantic. . . pe or service in which it deals, may exclude 

a eee. es 2 Hore eA AE . from gross income such patronage dividends 
Exemption due members as the bylaws permit and as 


were declared by the board of directors 
(thus creating legal liability to pay). Such 
dividends are excludable when the liability 
has been created, even on the cash basis, 
and even though the cash was not paid to 
the patrons in the taxable year. Thus, the 
non-exempt status, which removes the 
forced inhibitions of the exempt coopera- 


Section 101 (12) had its origin in Sec- 
tion 231 of the Revenue Act of 1926, which 
clarified previous general provisions. Ex- 
cept for a 1934 addition providing for ex- 
clusion of government business in the 
qualifying calculation, the 1926 enactment 
stands unchanged in the Code today. The 
Code and Regulations prescribe a very 
limited framework within which a coopera- 1 Congressional Joint Committee on Internal 
tive must operate in order to obtain or Revenue Taxation, Technical Staff Preliminary 


i 5 . Report on Tax-Exempt Organizations, Decem- 
maintain an exemption from corporate in- hey 15, 1945. 
come tax. In fact, these requirements have 2See 471 CCH { 146.539 et seq. 
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FARMERS’ PURCHASING ASSOCIATIONS 
Estimated Membership for Specified Years 


1943-44 - 1,520,000 
Fi SRR soe a RR Ke YUE Se ae 
1941-42 - 1,170,000 . 
FES Fre eee | ee —Dntgst 5 
1936-37 - 856,000 
Seas srtemes Fe Tee Sete ES caret: 
1931-32 -533,000 333 8 


1925-26 - 247,000 as 


Wi One 


st i 


1936-1937 estimates are based on data collected by the Farm Credit Administration in cooperation 
with the banks for cooperatives and thirty-three state agricultural colleges 
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Non-exempt 


| 1. Must file regular corporate income 
| tax Form (1120). 


Must pay tax on such taxable in- 
come as: 











DO 





(a) Non-operating or extraneous 
income or capital gains. 
(b) Reserved operating earnings. 






ure, : ; ” 
lity (c) All operating earnings not dis- 
ude | | tributed in prescribed manner. 








































nds (d) All earnings distributed as 
| as dividends or interest on capital 
tors stock. 

uch (e) All earnings done for U. S. A. 
lity or its agencies, if not refunded 
ASIS, to them. 

1 to . 
the 3. Must purchase and affix excise 
the stamps to certain documents. 

era- | | 4. No Social Security preference. 

nal 5. Must maintain each year its legal 
nary and corporate basis for excluding 
— refunds from gross income. 





6. May pay any rate of dividend or 
interest on capital shares (but is 
taxed on amounts so paid or ac- 
crued). 


7. May have unlimited capital reserves 
(after income tax thereon is paid). 


8. Must maintain patronage records. 
9. Owned and controlled by anyone. 


10. May operate in part commercially 
and in part cooperatively. 


11. May engage in any type of business. 
12. May do business with anyone. 


13. Regular two-year carry-over and 
carry-back provisions on losses. 





tive, is frequently more desirable. However, 
Since it is basic in business finance that 
reserves and operating capital must be 
Maintained or increased with growth, it 
becomes necessary to run through the in- 
come tax wringer all sums thus retained as 
required to conduct the business of a non- 
exempt cooperative. As to the relative ad- 
vantages and disadvantages of each, see 
Chart A, above. 





ration 


Farmer Cooperatives 


CHART A 


RELATIVE ADVANTAGES OF FARMER COOPERATIVES EXEMPT AND 
NON-EXEMPT FROM FEDERAL CORPORATE INCOME TAX 





Exempt 


1. Must obtain letter of exemption from 
Commissioner and then file Form 
990 annually. 


2. Does not pay such taxes. 
(a) No tax. 
(b) No tax, but subject to limita- 
tions. 


(c) Must allocate operating sav- 
ings to all patrons on a 
patronage basis. 

(d) No tax, but subject to limita- 
tions. 

(e) May distribute to all other 
patrons, or patronage basis. 





3. Not required. 


Have very limited exemption on this 
tax. 


un 


Must adhere to requisites for ex- 
emption at all times during subject 
year. 


Rate is limited to state rate or 8%. 


7. Must limit such reserves and allocate 
them to patrons on patronage basis. 


8. Must maintain patronage and alloca- 
tion records. 


9. Must be substantially controlled by 
producer-patrons. | 


10. Must operate 100% cooperatively. 


11. Must adhere to requisites for ex- 
emption. 


12. Must adhere to requisites for ex- 
emption. 


13. More flexible treatment for losses of 
any year. 





Requisites for Exemption 


Section 101 (12) sets forth the requisites 
of organizations which may be given ex- 
emption. These may be set forth cate- 
gorically as follows: 

A. The organization must be a farmers’, 
fruit growers’, dairymen’s or like association 
organized and operated on a cooperative 
basis for the purpose of 
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(1) Marketing the products of members 
or other producers, 


(2) Purchasing supplies and equipment 
for the use of members or other persons, or 

(3) A combination of (1) and (2). 

B. The value of products marketed for 
non-members must not exceed the value of 
products marketed for members, and the 
value of purchases of supplies and equip- 
ment by persons who are neither members 
nor producers must not exceed fifteen per 
cent of the value of purchases by all patrons. 


C. In the distribution of patronage divi- 
dends member and non-member patrons 
must be treated alike. 


D. Permanent records must be main- 
tained showing the patronage and equity 
interests of members and non-members. 


E. Financial reserves are restricted to 
those required by state laws or to those 
which are reasonable and necessary. 


F. If the association is organized on a 
capital share basis, substantially all of the 
voting stock must be held by members who 
are currently producing members. 


G. Dividend rate on capital shares is 
limited to the legal rate of interest in the 
state of incorporation, or eight per cent per 
year based on the value of the consideration 
for which the capital share was issued. 


H. The association must be organized 
and operated on a cooperative basis, and 
its charter must contain no provisions in- 
consistent with these requisites. 


These eight requisites have been extended 
through interpretation in Section 29.101 (12) 
and by judicial decision and administrative 
rulings. The following are important 
because of the frequent occurrence of the 
question involved or their implications in 
the determination of tax status. 


Requisite A 


FIELDS OF OPERATION 


The term “like association” has been 
construed to include roadside markets or 
farmers’ markets operated by farmers’ 
organizations for the benefit of their 
members. 


“Marketing” operations may include har- 
vesting, hauling, manufacturing, packaging 
and processing; but these operations are 
limited in scope to performance by or for 
such associations as market agricultural 
products or purchase supplies and equip- 
ment for those engaged in producing agricul- 
tural products. (Sunset Scavenger Company 


FARMERS’ MARKETING AND 
PURCHASING ASSOCIATIONS 


Number Listed’? for Specified Years 


Period Marketing 


1943-44 7,522 
1941-42 7,824 
1936-37 * 8,142 
1931-32 10,255 
1925-26 9,586 


1Includes independent local associations, fed- 
erations, large-scale centralized associations and 
sales agencies. 


2 Data are from a survey made by the Farm 
Credit Administration in cooperation with the 
district banks for cooperatives and thirty-three 
state agricultural colleges. 


Purchasing 
2,778 


v. Commissioner, 84 F. (2d) 453 (CCA-9, 
1936) [36-2 ustc J 9367].) 


Supplies and equipment include grain 
and feed used by farmers in the maintenance 
and operation of a farm (Farmers Union 
Cooperative Association, 44 BTA 34 [CCH 
Dec. 11,741]) and also “groceries and all 
other goods and merchandise used by 
farmers in the operation and maintenance of 
a farm or farmer’s household.” Regulation 
29.101 (12)-1 (b).) 

An exempt association may appoint an 
individual or other representative to pur- 
chase farm products or to sell farm sup- 
plies to producers on an agency basis. Here, 
it is essential that (1) a written contract 
be executed, (2) prices be determined by 
the association and (3) patronage refunds 
be made to the patrons served by the agent. 
Where an organization is not acting as a 
mere sales agent for its members, it has 
been held not to be exempt from income 
taxes. (Producers’ Creamery Company v 
U. S., 55 F. (2d) 104 (CCA-5, 1933) [3 ustec 
{ 867]; see also Hills Mercantile Company 
22 BTA 114 [CCH Dec. 6692].) 


Requisite B 


LIMITATIONS ON VOLUME OF BUSINESS 
WitTH Non-MEMBERS 


Marketing activities for non-members are 
limited to the value marketed for members, 
while purchases by non-member producers 
are limited to fifteen per cent of all pur- 
chases. Where an association is engaged 
in both activities, it must determine sep- 
arately the business in each department, 
and each department must meet the require- 
ment for exemption. 
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Division of business between members 
and non-members must be based on the 
dollar amount of transactions rather than 
on unit volume (this differs from basis of 
patronage refunds; see requisite C). How- 
ever, any of the following appropriate 
measures may be used: 


1. Purchase value of products purchased 
from patrons. 


2. Net proceeds value of products mar- 
keted for patrons. 


3. Value of marketing fees or commis- 
sions, packaging or other services. 


4. Value of supplies and equipment pur- 
chased for and turned over to patrons, at 
purchase cost to association or at price 
billed to patrons. (Farm Credit Admin- 
istration Bulletin No. 53, November, 1942.) 


Requisite C 


MEMBERS AND OTHER Patrons Must 
Be TREATED ALIKE 


Allocation of savings of exempt market- 
ing and purchasing cooperatives must be 
made among all patrons according to the 
proportionate volume of business done by 
this association with each patron. This al- 
location may be based on product units or 
dollar value. All net savings, after provision 
for limited dividends or capital shares, must 
be allocated on a patronage basis to all 
patrons. 


Amounts credited to accounts of patrons 
where no further corporate action was 
necessary to make these amounts available 
to patrons, are actual rebates and should 
not be included in the taxable income of 
a cooperative~ association. (Midland Co- 
operative Wholesale, 44 BTA 824 (1941) 
{CCH Dec. 11,869].) 


An exempt association may withhold and 
retain a non-member patron’s prorated share 
of savings until the retained amounts are 
equal to the value of a capital or member- 
ship share, if the non-member is eligible 
for membership. (CB XII-1, 122; CB 
XITI-177.) 


Requisite D 


PERMANENT RECORDS 


Records to meet the permanent require- 
ment should be kept during the life of the 
association. The Code does not require, 
however, that the association keep ledger 
accounts for each producer selling through 
the association. Any permanent records 
which show the association was operating 


Farmer Cooperatives 


throughout the taxable year on a coopera- 
tive basis in the distribution of patronage 
dividends will suffice. The ledger account, 
if one is kept, need not show each transac- 
tion with its date and detail but may be 
used merely to record the summarized 
totals. The actual amounts of savings al- 
located to each patron each year should be 
recorded. 


Requisite E 
FINANCIAL RESERVES 


In something less than an affirmative 
statement on “necessary reserves” the Bur- 
eau states in its Regulations: 

“Or the accumulation and maintenance 
of a reasonable reserve or surplus for any 
necessary purpose, such as to provide for 
the erection of buildings and facilities re- 
quired in business or for the purchase and 
installment of machinery and equipment or 
to retire indebtedness incurred for such pur- 
poses, will not destroy the exemption.” 

Other types of reserves are deemed to 
come within the “necessary” class: for ex- 
ample, a reserve for uncollectible receiv- 
ables, a reserve for possible loss from a 
pending lawsuit or other specifically known 
contingency, a reserve for educational ex- 
penditures, a reserve for cash bond, and also 
a reasonable reserve for possible future loss 
years or a reserve for working capital. 


Reserves required by state law are ex- 
pressly permitted and, although not re- 
stricted in amounts, must be allocated 
annually to all patrons. 


A reasonable reserve differs in each in- 
dividual case. It must be kept in mind 
that, where questioned, the burden of proof 
of “reasonable and necessary” is on the 
association. (Fertile Cooperative Dairy As- 
sociation v. Huston, 119 F. (2d) 274 [41-1 
ustc { 9433].) 


Requisite F 
CAPITAL STRUCTURE 


Substantially all capital stock, except non- 
voting, non-participating (even on dissolu- 
tion) preferred, must be in the hands of 
producers who currently market their 
products or purchase their supplies through 
the association. 

When stock or voting rights are sold 
originally to non-producers, the Bureau 
practice permits only a very low tolerance 
(usually under five per cent). More leeway 
is given where the non-producer holds by 
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virtue of a transfer from a producer by 
inheritance, etc., and the association cannot 


readily retire or reacquire the stock or 
rights. 


It should be noted that the Regulations 
emphasize that active patrons must hold sub- 
stantially all of the voting rights or stock 
(except preferred as above). 


Requisite G 
DivipENps Must BE LIMITED 


Dividends on capital stock cannot exceed 
the legal rate of interest in the state of in- 
corporation, or eight per cent based on the 
actual value of the consideration. For 
example, when shares are issued at less than 
par or at “no par,” the dividend limitation 
is calculated on the actual amount. paid for 
the share. 


For associations organized without capital 
stock, the rate limitation applies to the divi- 
dend or interest paid or accrued on what- 
ever type of certificate of equity or 
indebtedness exists. 





FARMERS’ MARKETING 
ASSOCIATIONS 


Estimated Business in Thousands of 
Dollars for Specified Years 


Mii MARKETING 


1943-44 


192526 


4,430,000 


1,729,000 


1,586,000 


1,744,000 


2,265,000 


Requisite H 
ASSOCIATION Must BE CoopERATIVE 


Exemption is determined by articles of 
incorporation, constitutions and bylaws, 
rather than by declarations of officers or 
the method by which a corporation conducts 
its business. If activities are confined to 
cooperative selling for its patrons, but it is 
granted additional power by its charter, it 
is not exempt. (I. C. B. 194.) 


The legal papers concerned with the for- 
mation of the association must show clearly 
that the association is cooperative or mutual 
in character. Most states have in effect 
cooperative acts which, if followed, estab- 
lish the legal relationship between associa- 
tion and patron required by the federal tax 
statute. 


Strict attention, however, should be given 
to the federal requisites. 


A farmer cooperative company was not 
exempt solely because it was organized 
under the Nebraska Cooperative Statute 
(Revenue Statutes of Nebraska, 1913, Sec- 
tion 733-735) since the requirement that the 
organization must be organized for stated 
purposes and operated therefor must be 
fulfilled. (Farmers Union Cooperative Com- 
pany of Guide Rock, Nebraska, v. Commis- 
stoner, 90 F. (2d) 488 (CCA-8, 1937) [37-2 
ustc J 9360].) 


Administrative Procedure 


If a farmer cooperative is to operate 
under an exemption, it must comply with a 
special procedure. It must apply on Form 
1028, stating in affidavit form the nature 
and scope of its activities as supported or 
evidenced by charter and other pertinent 
documents attached. Form 1028 is to be 
filed with the appropriate collector’s office 
for transmittal directly to Washington, 
where, in the Taxpayers’ Rulings Section 
of the Commissioner’s Office, this applica- 
tion is processed and reviewed, and ap- 
proved or rejected. This ruling is usually 
reserved until one year’s financial and 
operating experience data is available for 
review. If application is rejected, a special 
hearing in Washington usually may be ar- 
ranged. Frequently additional data or 
clarifications will be demanded by the Com- 
missioner, and these may well be the exact 
basis for subsequent ruling. If the applica- 
tion is not rejected or tabled for each of 
a year’s experience data, the Commissioner 
may approve the exemption. He will there- 
upon issue a Letter of Exemption to the 
association and may supply the appropriate 
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collector with a copy thereof, in order that 
the collector may occasionally observe the 
conditions upon which the exemption is 
based and note that the annual information 
return Form 990 is being filed. This Letter 
of Exemption, however, gives the associa- 
tion to which it is issued a very tenuous 
status. It rules merely that on the facts 
submitted it is the opinion of the Commis- 
sioner that an exemption exists. Not only 
may slight changes in the future serve to 
terminate this exempt status—and the asso- 
ciation is held accountable for reporting any 
such changes—but the current or past ex- 
emption may be revoked merely on the 
assertion that all relevant factors were not 
disclosed. Moreover, until recent years no 
annual return was required although now 
Form 990 is required annually. Thus, the 
Statute of Limitations has been held not to 
be set in motion at all prior to the time 
Form 990 was required. Although there 
has been no litigation on the point yet, some 
are of the opinion that the filing of Form 
990 does not start the Statute of Limitations 
running either. This seems to be unreason- 
able, but may well be held to be the law. 
An exempt cooperative may start the Stat- 
ute of Limitations by filing Form 1120; ° 
and unless the Treasury soon indicates its 
stand on this matter, such filing may be 
the only sure way to remove some of the 
uncertainties and the precarious status for 
back taxes which is inherent in the present 
policy, through future hostility of admin- 
istration or future hostility in the Taxpayers’ 
Rulings Section itself. 


































Revised Form 990 


Form 990, revised January, 1947, has re- 
cently been released. Many of the new 
questions on the revised form relate exclu- 
sively to farmer cooperatives. Question 14 
requires a quantitative answer to such in- 
quiries as (1) voting stock holdings of 
producers and non-producers; (2) sales to, 
purchases for, patronage dividends to mem- 
bers, and also similar figures relating to 
such non-member transactions; (3) of the 
total produce marketed for members, the 
amount which such members did not actually 
produce, and similar data as to non-members ; 
(4) purchases by members, non-member pro- 
ducers, and non-member non-producers; (5) 
amount of business done for federal avencies. 

Also a_ stipulation is required as to 
whether non-members were charged the same 
as members for marketing and merchandise. 





























































‘Southern Maryland Agricultural Fair Asso- 
Cation, 40 BTA 549 [CCH Dec. 10,816]. 
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In view of the foregoing changes it would 
appear grossly unreasonable to hold that 
the filing of Revised Form 990 does not 
start the running of the Statute of Limita- 
tions, since all data necessary to determine 
whether the association’s activities qualified 
it for exemption under 101(12) are now em- 
bodied in the return. 


Form 990, revised January, 1947, is repro- 
duced at 474 CCH { 6092. 


Economic Justification 


Cooperatives have enabled the farmer to 
utilize the efficient marketing in purchasing 
methods while maintaining his independ- 
ence as an individual operator. The Amer- 
ican agricultural system is built around the 
individual family type farm. There are 
over four million members of ten thousand 
farmers’ cooperatives. More than half of 
the farmers in the United States belong to 
one or more cooperative associations. These 
associations provide for the individual 
farmer a sales and purchasing organization 
in as such are a considerable part of the 
farm. The machinery of the cooperative 
facilities, the economic distribution of 
products of our farms, dairies and orchards, 
reduce market blots and shortages; minimize 





FARMERS’ PURCHASING 
ASSOCIATIONS 


Estimated Business in Thousands of 
Dollars for Specified Years 





1943-44 | 730,000 

1939-40 | 358,000 
1935-36 | 254,000 
1931-32 


181,000 


1925-26 


135,000 





waste and cost from spoilage; assist in 
developing grading programs, transporta- 
tion, and storage services; work toward 
fair competition and encourage educational 
progress. These efficient marketing methods 
benefit the consumer. In the final analysis, 
they mean better prices, standard quantity 
and constant supply. This two-way bene- 
fit of cooperative marketing works directly 
toward increasing the standard of living of 
the whole country and lowering marketing 
and purchasing cost. For the farmer, it 
means he has increased buying power for 
purchase of the manufactured products of 
the urban centers. This gives increased em- 
ployment, in addition to the price advantage 
to the consumer through the lower market- 
ing cost of farm produce. The attempt to 
tax cooperatives is designed not so much 
to raise revenue as to eliminate cooperatives 
as an economic factor. 

Much of the attack upon the tax status of 
farmer cooperatives resolves itself to the 
charge that businesses burdened with in- 
come tax cannot compete. This argument 
is certainly illogical since income taxes are 
applicable only to the net income after all 
business expenses including interest and 
officer’s salaries. Thus, income taxes have 
no direct effect on the competitive position 
but are merely a levy upon the prizes of such 
activities. In exempt farmer cooperatives 
there can be no such profit prize. Further- 
more, since most of the competing units 
would not be corporations, but proprietor- 
ships or partnerships, we must hasten to 
point out that such proprietors or partners 
are taxed only in the same manner, to the 
same extent and at the same rates as are the 
participating members of an exempt farmer 


cooperative. Where the members are on 
an accrued basis, the status is identical; 
and cost basis members merely allocate the 
rebates, or patronage dividends, as income 
possibly to a different year. 


Conclusion 


Farming is more than an occupation or 
business; it is a mode of living. Attempts 
to apply mass production methods under big 
business operation have, with rare excep- 
tion, been dismal failures, principally 
because the initiative and enterprise inher- 
ent in individual farm operation are so well 
suited to farm production, and because the 
operators value the amenities of their mode 
of living, as well as the financial return 
Yet, with the increased integration and 
specialization in our economy and the 
growth in size of single companies in the 
marketing and distribution field, the farmer 
must be part of a large marketing mechanism 
lest his business suffer markedly from buying 
retail and selling wholesale. The success 
of farmer cooperatives adequately demon- 
strates their suitability for this unique function 
in our economy. To meet the exemp- 
tion requirements a cooperative must, in 
truth, be incapable of making a profit. All 
net proceeds are distributed to patrons, even 
reserves currently withheld to _ provide 
operating funds and necessary equipment. 
Congress and the Bureau have done an 
excellent job in frustrating any abuses for 
tax purposes. It appears, therefore, that no 
adjustments are required or will be invoked 
as to Code or Regulation changes. 


[The End] 
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Revising ‘Tax Laws 


By 


THEODORE WESLEY GRASKE 


yg! 1926 CONGRESS created the Joint 
Committee on Internal Revenue Tax- 
ation to make periodic investigation of the 
internal revenue system and recommen- 
dations for the simplification of taxes. 
After nearly thirteen years of constant 
study and appraisal, the Committee pro- 
duced a measure which, in 1939, was en- 
acted into law as the Internal Revenue 
Code. At the time, many hailed this as 
the solution of our tax ills. 


Since 1939, Congress has imposed annu- 
ally a new tax law and numerous compli- 
cated, obscure and confusing provisions 
overlapping those already contained in the 
Code. Meanwhile, thousands of tax de- 
cisions construing or interpreting our tax 
laws appear increasingly each year, and 
these in turn contain many apparently con- 
tradictory rulings as to their meaning and 
effect. Indeed, one is not surprised to find 
one of the leading tax journals characteriz- 
ing the present trend as “truly frightful!” 
In short, we have as yet to achieve a 
permanent, consistent, simplified and work- 
able tax system beneficial to the interests 
of the government as well as those of the 
taxpayers. 


Treasury Bureaus 


Concurrently with the appearance of the 
Internal Revenue Code, a new Division 
of Tax Research: was established in the 
Treasury Department to conduct research 
in the economic aspects of taxation essential 
to the formulation of Treasury tax policy. 
Upon request, it was to provide information 


on various aspects of taxation and tax 
policy for the use of the Committee on 
Ways and Means of the House of Repre- 
sentatives, the Committee on Finance of 
the Senate, the Joint Committee on In- 
ternal Revenue Taxation, and federal execu- 
tive and administrative agencies. Shortly 
thereafter, the Treasury established the 
Office of the Tax Legislative Counsel, 
whose chief function was also to assist in 
the formulation of Treasury policy and co- 
ordination of the Department’s recommen- 
dations for tax legislation. It is this unit 
that takes part in drafting such legislation, 
supervising, and preparing departmental 
reports on revenue bills, reviewing internal 
revenue regulations, and participating in 
intradepartmental conferences upon tax 
questions. Other technical offices and di- 
visions normally having jurisdiction in some 
degree over tax problems also have been 
expanded since 1939. Thus, the economic 
and legal aspects of taxation subsequent 
to the enactment of the Internal Revenue 
Code have received officially, at least, some 
recognition in the formulation of new tax 
laws. 


Joint Committee on Internal 
Revenue Taxation 


During the past year or so, the small 
group of legislative experts attached to the 
Joint Committee on Internal Revenue Tax- 
ation have been engaged in preparing tech- 
nical amendments to various provisions of 
the Internal Revenue Code. These perfect- 
ing provisions are intended further to clarify 


Mr. Graske is an attorney and since 1943, a reviser of the 
criminal, judicial and shipping laws for the Revision of 


the Laws Committee of the 


Revising Tax Laws 


House of Representatives 





and bring up to date the existing sections 
of the Code. In accordance with its statu- 
tory duty to “publish, from time to time, 
for public examination and analysis, pro- 
posed measures and methods, for the 
simplification” of taxes, the Committee has 
prepared and published three drafts of 
bills. The first, completed on July 15, 1945, 
and some 138 pages in length, is entitled 
“Estate and Gift Tax Provisions of Internal 
Revenue Code.” Several months later 
(November 15, 1945), the second draft ap- 
proximately 455 pages in length, appeared, 
entitled “Corporation Tax Provisions of 
Internal Revenue Code.” It is designed to 
be applicable to years beginning in 1944 
or later. Finally, on March 15, 1946, the 
Committee published the third draft of 
some 385 pages entitled “Individual Tax 
Provisions of Internal Revenue Code,” 
which is intended to be applicable to tax- 
able years beginning in 1946 or later. While 
the Bureau of Internal Revenue has not 
expressly approved the three drafts pro- 
posed by the Committee, it has examined 
the manuscripts (prior to publication) and 
offered its suggestions. 


Tax Reform Plans 


With so-cailed “quickie” revenue laws 
being enacted and considered every few 
months, ostensibly designed to relieve busi- 
ness and individual taxpayers from certain 
hardships and rigors of war taxation, all 
agree that a permanent and consistent policy 
of federal,taxation is urgently needed. Some 
argue that business activity and conse- 
quently wide employment are retarded by 
high rates of taxation alone. How much 
more debilitating is the effect of uncertainty 
as to where and to what extent such taxes 
will fall? It is futile, they say, to blame 
anyone for the unhappy condition of our 
tax system. The trouble lies in the system 
itself, not in those who must work as a 
part of it. Furthermore, they feel that the 
condition will grow worse until Congress 
appoints an advisory body of experts in 
taxation, charged with the duty of sifting 
the recommendations of all private authori- 
ties and recommending to Congress a long- 
range, permanent and consistent tax system 
on a simplified basis understandable to all 
taxpayers. , 

In this connection, it is interesting to 
note that recent statements emanating from 
Washington strongly emphasize that, ex- 
cept possibly for relief to individual tax- 
payers, little general or over-all tax revision 
(either in the rates or in the bulk of the 
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laws themselves) can be expected in 1947. 
Others, on the other hand, pointing to the 
twenty-five per cent reduction in wartime 
rates of taxation made in Canada, feel that 
with an anticipated revenue in 1947 amount- 
ing to more than $40,000,000,000, we can 
safely cut tax rates by twenty per cent all 
along the line in 1947. Be that as it may, 
it seems rather strange that” no concern js 
expressed over a permanent and consistent 
policy, within which rates can be raised or 
lowered as revenue needs require without 
basic changes in the incidence of taxes for 
a reasonable number of years. Temporary, 
makeshift policies cannot solve for long the 
existing muddled state of affairs. 


Advisory Tax Experts’ Plans 


Of the myriad proposals or plans for tax 
relief offered by professional and _ business 
groups within recent years, several merit 
brief mention. According to one school of 
thought, Congress should create a body of 
experts in taxation, charged with the duty 
of sifting the recommendations of all private 
authorities and recommending to Congress 
a long-range, permanent and consistent tax 
policy, within which rates can be raised or 
lowered as revenue needs require without 
basic changes in the incidence of taxes for 
a reasonable period of years. Such a body, 
it is stressed, should be nonpartisan politic- 
ally; it should be composed of students 
of taxation whose intellectual integrity is 
recognized, and should represent all major 
economic and social viewpoints. Under this 
proposal, the authority to adopt or reject 
its proposals and to initiate tax legislation 
clearly should remain with Congress, as 
provided by the Constitution. This plan is 
predicated on the fundamental assumption 
that Congress is in no position to under- 
take the extensive research and the hard 
continuous thinking which must precede 
the formulation of a permanent national 
tax program, and that an agent or a “com- 
mission” should be vested with authority 
to make recommendations to it. 


Another somewhat similar suggestion is 
the creation of an advisory council to 
recommend tax law changes and revisions 
from time to time. This plan also contem- 
plates the assurance of the broadest possible 
participation by representatives of all tax- 
payers and public interests as well as of- 
ficial interest. Adequate funds for research 
and publication purposes should be pro- 
vided for by the Congress, with fixed head- 
quarters for the central office maintaining 
technical expert personnel therein. Above 
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all, the plan emphasizes the urgent neces- 
sity of a procedure assuring adequate time 
and opportunity for discussion of legis- 
lative proposals in final form. The pro- 
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unt- Bcedure suggested is the one followed by 
can #the American Law Institute in its restate- 
t all ment of law subjects—promulgation of drafts 
nay, fand revised drafts and subsequent revisions 
n is fof proposed drafts to final adoption. 
tent Contrasting the existing small appropri- 
d or fF ations made available for salaries and. ex- 
hout J oenses for the Joint Committee on Internal 
for Revenue Taxation, including expenses of 
‘ary, [ public distribution of its documents or legis- 
; the Piative proposals ($50,000 per each House 
for the fiscal year ending June 30, 1947), 
one can appreciate the necessity of suf- 
ficient funds for efficient operations. 
r tax a a ~ 
‘ness | Legislative Reorganization Act 
rye Under the recently enacted Congressional 
ae Reorganization Act of 1946, the standing 
duty tax committees of both Houses, namely, 
nie the Ways and Means Committee of the 
House and the Finance Committee of the 
nes Senate, are authorized to appoint by a ma- 
d a jority vote of such standing committee not 
eae more than four professional staff members 
s for | it addition to the clerical staffs, on a perma- 
pods nent basis without regard to political affili- 
Jitic, | ations and solely on the basis of fitness to 
outa perform their duties, with salaries ranging 
ty is | rom $5,000 to $8,000 annually. Also, upon 
najor request, either tax committee or the Joint 
mp Committee on Internal Revenue Taxation 
reject | cam Secure from “senior specialists in tax- 
ation § ation and fiscal policy of the Legislative 
s. as | Reference Service of the Library of Con- 
“vi ig fp Sress advice and assistance in the analysis, 
ption appraisal and evaluation of tax proposals 
wiles: pending before such committee or the Joint 
adil Committee. There is no change made in 
woah either membership or jurisdiction of the 
seni Joint Committee on Internal Revenue Tax- 
‘com- Pation, nor is there any authorization for 
posits the expansion of the existing small staff 
attached thereto. Under a permissive pro- 
., [Vision of the new law, however, either 
ion 'S standing committee, with permission of the 
cil t0 PSenate Committee on Rules and Adminis- 
1sionS Firation or its counterpart in the House of 
ntem- § Representatives, can appoint to its staff any 
»ssible experts or other personnel from the Bureau 
1 tax- Boof Internal Revenue or any other subdivision 
as of }of the Treasury Department. 
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Jurisdiction of Tax Law Revision 


It should be recalled that the revision 
and codification of tax laws which resulted 
in the Internal Revenue Code of 1939 was 
done under the sponsorship of the Joint 
Committee on Internal Revenue Taxation, 
although normally such task would have 
devolved upon the shoulders of the Revision 
of the Laws Committee of the House of 
Representatives and the Judiciary Com- 
mittee of the Senate, respectively. How- 
ever, under the new reorganization law, all 
revision and codification of statutes is vested 
exclusively in the Judiciary Committees of 
both Houses of Congress. Inasmuch as the 
jurisdiction of the Joint Committee on In- 
ternal Revenue Taxation, as fixed by the 
Revenue Act of 1926, was left unaffected 
by provisions of the new reorganization 
law, its investigative and fact-finding juris- 
diction over tax matters is presumably ex- 
ercised concurrently with the two standing 
tax committees. But neither such standing 
committee nor the Joint Committee ever 
has had, nor is now vested with, any juris- 
diction over revision and codification of tax 
laws. Consequently, the only committees 
directly concerned with tax law revision and 
codification are the Judiciary Committees 
of both Houses. The standing committees’ 
jurisdiction relates to revenue measure gen- 
erally and is left intact. 


Conclusion 


In view of the foregoing discussion and 
analysis, does it not appear plausible that 
there is an urgent need for a thorough re- 
vision and codification of our ever-growing 
tax laws? Does it not also appear that 
Congress should give serious attention and 
consideration to some sort of proposal for 
the simplification and improvement of our 
internal revenue system? Let us all firmly 
resolve that definite and concrete steps be 
taken by the Ejightieth Congress for the 
attainment of a permanent, workable and 
consistent national tax program. If tax- 
payers and others affected are convinced, 
Congress will enact the necessary measures 
needed for the solution of this problem. 


[The End] 


Third Tax Convention 
with France 


By MITCHELL B. CARROLL 


EGOTIATIONS between American 

and French officials in Washington 
during March and April of 1946 resulted in 
the framing of a third tax convention be- 
tween France and the United States for the 
avoidance of double taxation and the pre- 
vention of fiscal evasion of taxes on estates 
and inheritances, and for the purpose of modi- 
fying and supplementing certain provisions 
of the convention relating to income taxa- 
tion signed at Paris on July 25, 1939. It 
may be recalled that soon after this event 
World War II broke out, and that after 
the Germans had been driven back from 
France, ratifications were exchanged at 
Paris on December 30, 1944. The conven- 
tion came into effect on January 1, 1945. 


Because of the obstacles to reaching Paris 
since that time, some American companies 
had difficulty in taking the steps necessary 
to enjoy certain advantages in this conven- 
tion. Moreover, the great increase in the 
cost of living in France made it exceedingly 
difficult for representatives of American 
companies in France to bear the burdens 
imposed under existing French tax law. The 
imposition of the French National Solidar- 
ity Tax gave rise to new problems. Prior 
to the signing of the treaty, some of the lat- 
ter issues that could be settled administra- 
tively were covered in a note, dated May 6, 
1946, addressed by the French Ambassador 
to the American Secretary of State. A part 
of its contents is discussed further on. 


The negotiations were conducted for the 
United States by Mr. Eldon P. King, Spe. 
cial Deputy Commissioner of Internal Rey- 
enue, and officers of the Departments of 
State and Treasury and of the Bureau of 
Internal Revenue, including Messrs. Fred- 
erick Livesey and William V. Whittington 
of the Department of State; Mr. Ivan White, 
second secretary of the Embassy of the 
United States in Paris; and Messrs. Roy 
Blough, Stanley S. Surrey, Henry S. Bloch, 
Cyril E. Heilemann, and Peter J. Mitchell 
of the Treasury and Bureau of Internal 
Revenue. For the negotiations regarding 
estate taxes, the Bureau was also represent: 
ed by Messrs. Adelbert Christy, Assistant 
Deputy Commissioner, and Earl A. Ruth. 
Estate Tax Division. 


The State Department has referred the 
convention to the Senate Committee on For 
eign Relations, which has released it for 
examination by all those interested. 


Provisions of Interest 
to American Taxpayers 


From the viewpoint of American corpora- 
tions carrying on business in or with France 
the tax convention between the United 
States and that country, signed at Paris on 
October 18, 1946, and released by the State 
Department, has a limited interest in the 


Mr. Carroll, an attorney of New York City, is special counsel 
to the Tax Committee of the National Foreign Trade Council 


March, 1947 © TAXES —The Tax Magazine 


field of 
has a Nl 
provides 
taxation 
ances. 

taxes W. 
poratior 
in Title 
plement 
which \ 
into effe 
ministrz 
taining 
interest 


Incom: 
Title 


article, 
number 
tions wi 
which | 
French 
dends c 
respon 
by mak 
ticles \ 
April 2 
extensi 
of the c 
ed a ne 
date o 
ratifica’ 
18, 1941 


Ame: 
be espe 
has the 
respect 
provide 
have a 
is done 
ment : 
royalti 


Prosp 
in Fre 


Alth 
cific p 
quirem 
registe 
name | 
curity 
come | 
accord 
Tax ( 
Trade 
be elin 
to effe 


Third 





or the 
, Spe- 
Rey- 
its of 
au of 
Fred- 
ngton 
Nhite, 
f the 
. Roy 
Bloch, 
itchell 
ternal 
arding 
esent- 
sistant 
Ruth. 


sd the 
n For 
it for 


rpora- 
‘rance 
Tnited 
iris On 
, State 
in the 


feld of income taxes. For individuals it 
has a much greater importance in that it 
provides in Title I for relief from the double 
taxation of decedents’ estates and inherit- 
ances. Lhe provisions concerning income 
taxes which will benefit some American cor- 
porations as well as individuals are found 
in Title II, These provisions amend or sup- 
plement articles in the existing convention, 
which was signed July 25, 1939, and came 
into effect January 1, 1945. Title III on ad- 
ministrative assistance, and Title IV con- 
taining general provisions, are of special 
interest to lawyers and tax officials. 


Income Tax Provisions 


Title IT on income taxes includes only one 
article, Article 7, which has, however, a 
number of paragraphs. American corpora- 
tions with subsidiaries or branches in France 
which did not elect to be freed from the 
French regime of taxation of their divi- 
dends on the basis of the taxable quota cor- 
responding to assets or business in France, 
by making the declarations required by Ar- 
ties V and VI of the original treaty of 
April 27, 1932, and which were granted an 
extension of time for filing under Article 17 
of the convention of July 25, 1939, are grant- 
ed a new extension of six months from the 
date of exchange of the instruments of 
ratification of the convention signed October 
18, 1946 (Convention, Article 7 (e)). 


American motion picture companies will 
be especially interested in the provision that 
has the effect of exempting rentals paid in 
respect of motion picture films in France, 
provided the recipient corporation does not 
have a permanent establishment there. This 
is done by according to such rentals a treat- 
ment similar to that accorded copyright 
royalties (Convention, Article 7 (b)). 


Prospective Treatment of Branches 
in France 


Although the convention makes no spe- 
cific provision concerning the French re- 
quirement that a foreign corporation which 
registers a branch in France must either 
name a “responsible” agent or supply se- 
curity to assure payment of the tax on in- 
come from securities, it is reported that, in 
accordance with the recommendation of the 
Tax Committee of the National Foreign 
Trade Council, this requirement is likely to 
be eliminated after the convention ‘comes in- 
to effect. It has been pointed out to the 
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American negotiators that this requirement 
was no longer justified inasmuch as Article 
15 of the convention of July 25, 1939, limits 
the tax on income from securities to three 
fourths of the profits actually derived by the 
establishments in France of an American 
company, and such profits are to be deter- 
mined in accordance with Articles 3 and 4 
of the same convention. The requirement 
that a foreign corporation name a responsi- 
ble agent or supply security to assure pay- 
ment of the tax was introduced when, 
under Article 3 of the Decree of December 6, 
1872, the tax was paid on the basis of a tax- 
able quota of the dividends distributed at 
the corporation’s head office abroad, which 
quota corresponded to the ratio of its assets 
or business in France to total assets or busi- 
ness. The French Government wanted as- 
surance that it would collect the tax on a 
distribution of dividends which took place 
abroad. 


As the amount of dividends thus subject- 
ed to tax was often far in excess of the net 
profit actually realized in France, the Amer- 
icans who negotiated the first tax treaty 
with France in the summer of 1930 suggest- 
ed.that the tax be based on the proportion 
of the net profit of a company that is gen- 
erally distributed. This percentage finally 
was fixed at three fourths. The remaining 
one fourth at that time was considered suff- 
cient to cover the tax on profits and amounts 
set aside for legal and other reserves which 
would not be distributed during the year. 
But with the present French profits tax rate 
of twenty-four per cent, obviously the pro- 
portion of profits deemed distributed should 
be less than three fourths. 


Tax Basis for United States Citizens 
in France 


Citizens of the United States domiciled or 
resident in France are affected by an amend- 
ment to Article 14, B (b) of the convention 
of July 25, 1939, which takes into account an 
amendment to Article 114 of the French 
Code of Direct Taxes adopted on January 
13, 1941, subsequent to the negotiation of 
that convention. Accordingly, an American 
citizen domiciled in France is subject to the 
general income tax, as is a French citizen 
domiciled in France, on his entire net in- 
come from all sources. However, from his 
taxable net income is excluded the amount 
of his income from foreign sources that he 
can prove has been subject to a personal tax 
on “global” income in the country from 
which such income was derived. As the 
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United States income tax is a personal tax 
on the total net income of a citizen, it should 
be considered to come within the purview of 
this provision, It would be desirable to 
have a specific statement to this effect in the 
regulations relating to the convention. 


A foreigner is regarded as domiciled in 
France for the purpose of Article 114 of the 
Code of Direct Taxes if he has the center 
of his interests on French territory or main- 
tains his habitual residence in France for 
more than five years (Code of Direct Taxes, 
Article 114, paragraph 1). 


If an American citizen does not have his 
real domicile in France (domicile réel) but 
has one or more residences there, the tax- 
able income is fixed at an amount equal to 
five times the rental value of his residences 
in France unless his income from French 
sources reaches a higher amount, in which 
case this latter amount will serve as the 
basis of the tax. 


For the purposes of this provision the fol- 


lowing are considered as income from 
French sources: 

a. Income from property situated in 
France; 


French securities and 
invested in France; 


b. Income from 
from other capital 


c. Income from businesses situated in 


France; 


d. Income from professions exercised in 
France, pensions and annuities paid by per- 
sons or companies established in France, 
income from liberal professions, and income 
of any kind when the operations from which 
it is derived are effected in France or when 
the debtor is established in France. 


This provision may be tempered by the 
statement in the note of the French Am- 
bassador in Washington, M. Bonnet, to the 
United States Secretary of State, dated May 
6, 1946. This note, republished in the Na- 
tional Foreign Trade Council Bulletin No. 
1200, June 28, 1946, says in substance that 
if an American business man receives for 
his services to his company in France a 
higher salary than he would have received 
had he stayed in the United States, to cover 
his increased costs of living, education of his 
children, etc., “the Direction Générale des 
Contributions Directes will proceed in a lib- 
eral spirit at the request of the interested 
persons to examine each particular case in 
order to establish, if necessary, before the 
establishment of the American companies in 
France, exactly what will be the situation 
of their personnel with regard to the sched- 
ular tax on salaries and wages (having re- 
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gard in particular to the importance of the 
professional expenses the deduction of which 
might be authorized in the computation of 
the tax).” It is to be noted that this state. 
ment refers specifically to the schedular ta; 
on salaries, covered by Article 9 of the con. 
vention of July 25, 1939, whereas the refer. 
ence to Article 114 of the French Code of 
Direct Taxes envisages the general incom 
tax. It is to be hoped that this statemen 
made in the French note of May 6, 1946, 
also will be held applicable to the general 
income tax paid in addition to the schedular 
tax on salaries. 
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French taxpayers with property in the 
United States are benefited by a provision 
permitting an individual resident in France 
who derives rents from real property or 
royalties in respect to mines, quarries or 
other natural resources in the United States 
(taxable in the United States under the 


























































































































































































































































first paragraph of the Convention of July] The is 
25, 1939) to elect for any taxable year to] patural 
be subject to the United States tax as if} categori 
he were engaged in trade or business within } forward 
the United States through a permanent J Articles 
establishment therein in such taxable year § cerning 
(Convention of October 18, 1946, Article 7} with re 
(b)). This, of course, has the effect of per- | neither 
mitting the French resident to be taxed on §f out adr 
net income from such United States sources § its rege 
at the ordinary rates of normal tax and sur- J particul 
tax rather than on gross income at the flat J |egislat: 
withholding rate, which at present is thirty § that it 
per cent (Sections 143 and 211, I. R. C.). trial, be 
French holders of American securities J 't8 secu 
are subject to withholding at the source in} The | 
the United States from dividends and in- § Govern 
terest at the rate of thirty per cent, and are § |isted j 
allowed, under Article 14, B (a) of the con- § cludes 
vention of 1939, a reduction in the rate of } come t 
the French schedular tax on securities of J 1939, a 
only twelve per cent—which was agreed § taxes 1 
upon when the United States withholding | 1946, 
rate was only ten per cent. The abatement § ample, 
in the French schedular tax is increased to § States 
25 per cent by Article 7 of the convention § addres 
of 1946. However, the income must be in- J having 
cluded also in the entire net income of the § derivir 
resident of France subject to the general § real p: 
income tax. Thus, double taxation is re- § salarie 
duced but not completely avoided, as in the § and ot 
case of the American citizen who can credit J an ind 
the French withholding rate of thirty per J and in 
cent in full against his American tax unless  cernin 
this rate happens in a given case to bef dical 
higher than the American rate (Sections 131. Unite: 
I. R. C.). Payme 
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The very complete provisions on admin- 1946 
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yention of October 18, 1946, are to supersede 
those in Articles 20 to 26 of the convention 
of July 25, 1939, and to apply as well to 
Title I of the convention of 1946 relating 
to taxes on decedents’ estates and inherit- 
ances. The purpose of Title III of the 
convention of 1946 is to increase the effec- 
tive collection of the income and estate 
taxes covered by the two conventions and 
to prevent fraud in the case of such taxes. 
To that end, the contracting states agree 
that their competent authorities will ex- 
change all the information which they pos- 
sess OF Can procure under their respective 
laws that may be of use to such authorities. 
Information thus supplied by one state to 
the other shall not be published, revealed 
or disclosed to any person except to the 
extent permitted under the laws of the latter 
state with respect to similar information 
(Convention of 1946, Article 8 (1)). 


The information to be supplied concerning 
natural or juridical persons consists of two 
categories: (1) information that is to be 
forwarded as a matter of routine (ibid., 
Articles 9 and 10), and (2) information con- 
cerning specific cases (ibid., Article 11). 
With regard to information in category (2), 
neither state, however, is required to carry 
out administrative measures at variance with 
its regulations and practice nor to supply 
particulars not procurable under its own 
legislation or information of such a nature 
that it could involve violation of an indus- 
trial, business or trade secret or compromise 
its security (ibid., Article 8 (2)). 


The specific information which the French 
Government is to supply the United States, 
listed in Article 10 of the new treaty, in- 
cludes data helpful in the assessment of in- 
come taxes under the convention of July 25, 
1939, as well as in the assessment of estate 
taxes under the convention of October 18, 
1946. With regard to income taxes, for ex- 
ample, France agrees to furnish to the United 
States such information as the name and 
address of each natural or juridical person 
having an address in the United States and 
deriving from French sources income from 
teal property, dividends, interest, royalties, 
salaries, wages, bonuses, pensions, annuities 
and other periodical income, together with 
an indication of the amount of the income 
and information obtainable from banks con- 
cerning assets belonging to natural or juri- 
dical persons having an address in the 
United States, as well as the amount of 
Payments of coupons on securities made for 
such persons (Convention of October 18, 
1946, Article 10 (3)). The United States 
is committed to supply France with similar 
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information without any request (ibid., 
Article 9). 


Assistance in the collection of taxes under 
both conventions is assured even to the point 
of commitment by each country to enforce 
revenue claims finally determined in the 
other country in accordance with its own 
laws applicable to the enforcement and col- 
lection of taxes (ibid., Article 12). 


The provisions in Title I of the new 
convention follow the system of relief em- 
bodied in the existing estate tax conven- 
tions concluded by the United States with 
Canada and the United Kingdom. Gen- 
erally, the situs of most classes of property 
is defined. For example, corporate shares 
are deemed to be situated in the country in 
which, or under the laws of which, the cor- 
poration was organized; patents and trade- 
marks are deemed to be situated in the 
place where they are registered; and bills 
of exchange have their situs at the drawee’s 
residence (Convention of October 18, 1946, 
Article 3). The amount of tax imposed by 
the contracting state in which the property 
has its situs is to be credited against the 
tax on total taxable property paid in the 
state in which the decedent has his domicile, 
but the amount of credit shall not exceed 
the portion of the tax imposed by the state 
of domicile which is attributable to such 
property (ibid., Article 5). 


The issuance of regulations is envisaged 


(ibid., Article 13). If any taxpayer finds 
that he is not relieved from double taxation 
in the case of any of the taxes covered by 
the two conventions, he may lodge a claim 
with his own government, which may en- 
deavor to settle it by an agreement with the 
competent authority of the other state 
(ibid., Article 14). 


It is interesting to note that while the 
term “competent authority” means, for the 
United States of America, the Commissioner 
of Internal Revenue or his duly authorized 
representative, for the French Republic, it 
refers to a new office called “Chief of Service 
of the Coordination of Financial Adminis- 
trations” or his duly authorized representa- 
tive (ibid., Article 15). 


The provisions of Title II concerning in- 
come taxes will, in general, come into force 
on the first day’ of January following the 
exchange of ratifications, but the provisions 
in Title I concerning estate and inheritance 
taxes will enter into force on the day of 
the exchange of instruments of ratification 
and shall be applicable solely to estate or 
inheritances in the case of persons who die 
on or after that day. [The End] 
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Taxation in the Eastern States 


By EDWARD ROESKEN 
Member of the New Jersey Bar 


TREND continues in the Eastern states 

toward the use of the “Massachusetts 
formula” in the allocation of taxable net 
income of business corporations to a state, 
employing the three factors of property, 
sales and payroll. Within the past three 
years this method has been adopted by two 
additional Eastern states, being used by one 
in connection with the levy of its corporate 
net income tax so far as it reaches business 
income, and by another in connection with 
the apportionment of the base of its fran- 
chise tax. 


There have been a number of trends at 
work in these states toward uniformity in 
property tax administration—trends toward 
uniformity in the methods of property tax 
assessment and collection, toward the ex- 
emption of intangible personal property and, 
to some extent, of tangible personal property. 


The trend toward uniformity in the methods 
of assessment, evidenced by the employ- 
ment of local town or district assessors gen- 
erally throughout these states as contrasted 
with assessments by county officials and 
boards in many of the other states of the 
Union, is an old one, stemming from the 
New England town meeting and its stress 
on local autonomy. The tendency of these 
States toward the exemption of intangible 
personal property is attributable, doubtless, 
in part to the difficulties to be experienced 
in prevailing upon taxpayers to report such 
items where they would be taxed at the 
high local rates applicable to real property. 

A marked trend toward the exemption of 
intangibles from ad valorem property taxa- 
tion—to an extent far beyond that apparent 
in any other section of the country—is evi- 
dent in these Eastern states. In eight states 
this type of taxation is virtually nonexistent 
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where the intangibles of individuals and 
business corporations are concerned, and 
in the remaining states a partial exemption 
of such intangibles is to be found. 


Four states and two cities in this group 
have imposed sales taxes. However, today 
only one city’s sales tax remains in effect, 
testifying to the fact that sales taxes have 
not found favor in this section of the country. 


Nor have chain store taxes found favorable 
reception in the Eastern states. Only two 
states have had such taxes in effect. One 
state’s tax was ruled unconstitutional and 
refunds were made in connection with pay- 
ments made under its chain store tax law. 
The other state repealed its statute after it 
had been in operation for four years. 


Income Taxes 


Connecticut, the District of Columbia, 
New York, Pennsylvania and Vermont im- 
pose income taxes upon domestic and foreign 
corporations. The Connecticut, New York 
and Vermont income taxes are in the nature 
of franchise taxes upon the corporations. 
Massachusetts imposes an excise tax which 
is a combination of a net income tax and 
a tax upon corporate excess. 


Each of these states permits an alloca- 
tion of net income to be made where busi- 
ness is done within and without the state. 
The “Massachusetts formula” is employed 
by Connecticut (income derived from the 
manufacture, sale or use of tangible personal 
or real property), Massachusetts, New York 
(business income) and Pennsylvania. This 
“formula” makes use of three factors in 
allocation: (1) tangible property, both real 
and personal; (2) payroll; and (3) sales or 
gross receipts. In each instance, the state 
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total is compared with the respective total 
within and without the state, Ordinarily, 
the percentages so obtained are added to- 
gether and divided by three, giving a single 
allocation percentage, which is applied to 
the net income subject to tax. The tax rate 
is levied against the proportion of net in- 
come determined in this way. New York 
is the most recent of these states to adopt 
this formula, having incorporated it in its 
income or franchise tax in 1944, 


In Connecticut, income derived from busi- 
ness other than the manufacture, sale or use 
of tangible personal property or real prop- 
erty is allocated’ to the state in the ratio 
that the gross receipts from business carried 
on in Connecticut bear to the total receipts. 
In the District of Columbia, gross income 
derived from the manufacture and sale or 
the purchase and sale of tangible personal 
property is allocated on the basis of sales 
within the District to total sales; gross in- 
come derived from work done or services 
performed is allocated on the basis of the 
aggregate charges for work and services 
performed in the District to the total 
charges for work and services everywhere, 
and gross income derived from the operation 
of a public utility is apportioned according 
to the relation between gross revenue from 
business in the District to total gross reve- 
nue from such business everywhere. In 
Vermont, allocation is determined accord- 
ing to the activity of the corporation, income 
of sales, construction and service corpora- 
tions ordinarily being allocated on the basis 
of sales. 


The Connecticut and Vermont rates are 
two per cent of the taxable net income; the 
Massachusetts normal rate applied to that 
part of the tax related to net income is 
two and one-half per cent; the Pennsylvania 
rate is four per cent; the New York rate, 
four and one-half per cent, and the District 
of Columbia rate, five per cent. 

Connecticut provides a minimum tax of 
$10. New York applies a minimum tax of 
$25 to business corporations, holding com- 
panies and investment trusts and a minimum 
of $10 to real estate companies. In Massa- 
chusetts, the minimum tax of domestic cor- 
porations is not less than one twentieth 
of one percent of the capital stock, or, for 
a corporation deriving its profits principally 
trom the ownership, sale, rental or use of 
real estate or tangible personal property, 
not less than one twentieth of one per cent 
of the gross receipts assignable to Massa- 
chusetts. For foreign corporations, the 
minimum tax is not less than one twentieth 
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of one per cent of such proportion of the 
fair value of the capital stock as the assets 
employed in business in Massachusetts bear 
to the total assets employed in business, or, 
for a corporation deriving its profits prin- 
cipally from the ownership, sale, rental or 
use of real estate or tangible personal prop- 
erty, not less than one twentieth of one 
per cent of the gross receipts from business 
assignable to Massachusetts. 


Personal Income Taxes 


Only six jurisdictions in this group impose 
personal income taxes: Delaware, the Dis- 
trict of Columbia, Massachusetts, New 
Hampshire, New York and Vermont. Of 
these, Delaware, the District of Columbia 
and New York levy their taxes at gradu- 
ated rates, while Massachusetts and Ver- 
mont apply flat rates according to the type 
of income received. New Hampshire em- 
ploys the rather unusual method of deter- 
mining the personal income tax rate at the 
average rate of taxation, as near as possible, 
levied upon other property throughout New 
Hampshire, excepting polls, savings bank 
deposits, deposits in savings departments of 
national banks and property specially taxed, 
for the year in which the incomes taxed are 
received. The rate per $100 as determined 
for 1946 was $3.47. 


The City of Philadelphia, Pennsylvania, 
imposes an income tax on the salaries and 
other compensation earned by residents of 
that city, and upon the salaries and other 
compensation earned by nonresidents of the 
city for work done or services performed 
or rendered in Philadelphia, the applicable 
rate being one per cent. Withholding is re- 
quired by employers, who make monthly 
returns and remittances. The tax also ap- 
plies at the one per cent rate to the net 
profits of businesses, professions and other 
activities of residents of Philadelphia, and 
to the net profits earned by businesses, pro- 
fessions and other activities conducted in 
Philadelphia by nonresidents. The require- 
ments are not applied to the net income of 
corporations. 


Franchise Taxes 


The Connecticut, New York and Vermont 
income taxes, as previously mentioned, are 
in the nature of franchise taxes, based upon - 
net income. Vermont, in addition, exacts 
a license tax from domestic and foreign cor- 
porations, based, in practice, upon the issued 
capital stock, the minimum and maximum 
taxes being $10 and $100, respectively. 
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Four states, Delaware, Maine, New Hamp- 
shire and Rhode Island, impose their fran- 
chise taxes on domestic corporations only, 
while Pennsylvania levies its franchise tax 
upon foreign corporations only. In the 
remaining state, New Jersey, the franchise 
tax applies to both domestic and foreign 
companies. The Delaware, Maine and New 
Hampshire domestic corporation franchise 
taxes are based on authorized capital stock, 
although it is to be noted that in Delaware 
an alternative method, based upon “assumed 
par value capital,” applies if it produces 
a smaller tax than that based upon the au- 
thorized capital stock. 


Like Delaware’s, New Jersey’s new fran- 
chise tax, which was effective January 1, 
1946, provides two methods of calculation, 
although in New Jersey the method pro- 
ducing the larger tax prevails. “Net worth” 
as defined by statute forms the basis of 
each method, the differences being in the 
allocation of the proportion of net worth 
to be assigned to the state. One method 
entails the use of the “Massachusetts formula” 
and the other, employing assets within 
and without the state in allocation, includes, 
as within the state, all intangible personal 
property of domestic corporations and such 
intangible personal property of other cor- 
porations as would have a business situs 
within the state for the purpose of a prop- 
erty tax. 


Pennsylvania’s franchise tax, applied to 
foreign corporations, also makes use of the 
“Massachusetts formula” in the allocation 
of the “actual value” of the capital stock, 
which forms the basis of the tax. 


In Rhode Island, the franchise tax, pay- 
payable by Rhode Island corporations only, 
is the amount, if any, by which a tax com- 
puted at the rate of $2.50 on each $10,000, 
or fractional part thereof, of the authorized 
capital stock exceeds the amount of the 
corporate excess tax, the latter being pay- 
able by foreign corporations also. 


Property Taxes 


The assessment of real estate in these 
Eastern states is effected by local assessors, 
the districts over which their jurisdiction 
extends ordinarily being the city or town in 
which the real property is situated. In 
Delaware, boards of assessment act, while, 
generally, in the remaining states an official 
referred to in the statutes as an “assessor” 
serves as the chief assessing officer, with 
the exception of Vermont, where a “lister” 
performs this function. 
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These officials or boards also assess tangi- 
ble personal property and intangible per- 
sonal property to the extent to which such 
property is subjected to ad valorem taxation. 
As will be shown subsequently, in eight of 
the eleven Eastern states, intangibles of 
individuals and business corporations either 
are specifically exempted or are not, in 
practice, taxed to any degree. In the re. 
maining three states, intangibles also are 
exempt to a considerable extent. 


Tangible personal property owned by in- 
dividuals and corporations is exempt by 
statute from taxation in Delaware and New 
York. In Massachusetts, tangible personal 
property owned by business corporations js 
exempt to a large extent, and it is exempt 
in toto in Pennsylvania by virtue of a cor- 
poration’s payment of either the state’s 
capital stock tax or its franchise tax. Tangi- 
ble personal property of individuals in 
Pennsylvania also is not taxed since existing 
requirements do not call for levies against it. 


The property tax rates in the Eastern 
states, when added together for state, county 
and municipal purposes, will be found, with 
one or two exceptions, to be comparatively 
low. This observation is particularly ap- 
plicable to the New England states where, 
ordinarily, the town system of local govern- 
ment is predominant and the part played 
by the counties in tax administration is 
usually relatively unimportant. In the larger 
cities and towns, the combined ad valorem 
tax rates may be expected to range approxi- 
mately as follows, the material in parentheses 
indicating the general range of the valua- 
tions employed. Connecticut: $9 to $33 
(eighty per cent to 100 per cent); Delaware: 
$16 to $22 (sixty per cent to 100 per cent); 
District of Columbia: $17.50 (ninety per 
cent to 100 per cent); Maine: $39 to $110 
(thirty-five per cent to eighty per cent); 
Massachusetts: $14 to $54 (one hundred 
per cent); New Hampshire: $29 to $38 
(seventy per cent to 100 per cent); New 
Jersey: $35 to $76 (twenty-two per cent 
to one hundred per cent); New York: $25 
to $55 (twenty per cent to one hundred 
per cent); Pennsylvania: $20 to $45 (twenty- 
five per cent to 100 per cent); Rhode Is- 
land: $13 to $25 (fifty per cent to 100 per 
cent); Vermont: $30 to $43 (fifty per cent 
to one hundred per cent). 

All ad valorem taxes are paid to the local 
municipal tax collector in all of these states 
except Delaware and Pennsylvania. In the 
latter states, county taxes are paid to a 
county official, while municipal taxes are 
collected by municipal tax collectors. 
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Exemption of Intangibles 


There has been a decided trend in the 
Eastern states toward the exemption of in- 
tangibles from ad valorem taxation. In- 
tangibles of both individuals and business 
corporations are found specifically exempted 
from such taxation in Delaware, the Dis- 
trict of Columbia, Massachusetts, New Jer- 
sey, New York and Vermont. 

New Jersey is the state in which the 
latest exemption of intangibles of practically 
all taxpayers has taken place. This was 
effected by the enactment of Chapter 163, 
Laws of 1945. This legislation was a com- 
panion measure to Chapter 162 of the same 
session, which provided new franchise tax 
requirements for both domestic and foreign 
corporations. Under the latter chapter, in- 
tangibles are taken into consideration in 
the allocation factor of the alternative meas- 
ure of the tax, which assigns to New Jersey 
that portion of a corporation’s entire net 
worth as the average value of its assets in 
New Jersey is to the average value of its 
assets everywhere. For this purpose, there 
are included as within New Jersey all in- 
tangible personal property of New Jersey 
corporations and such intangible personal 
property of other corporations as would 
have a business situs within the state for 
the purpose of a property tax. These com- 
panion acts were designed to stablize cor- 
porate taxation and to eliminate “tax light- 
ning” from striking corporations without 
warning, particularly in the form of heavy 
intangibles taxes levied at high local prop- 
erty tax rates which are applicable to real 
estate and tangible personal property. 

In New York, intangible property, as 
well as tangible personal property, was ex- 
empted from ad valorem taxation by Chap- 
ter 470 of 1933. The state constitution was 
amended in 1938 by an article, effective 
January 1, 1939, which contaims provision 
that “intangible personal property shall not 
be taxed ad valorem.” 

The District of Columbia Revenue Act of 
1939 imposed an income tax and eliminated 
the tax on intangible personal property. 
Likewise, in Delaware a 1939 statute pro- 
vided, among other exemptions, for the ex- 
emption of intangible personal property 
from ad valorem taxation. Intangible prop- 
erty of individual and business corporations 
has long been exempt from property taxes 
in Massachusetts and Vermont, the exemp- 
tion stemming principally from the imposi- 
tion of income taxes. 

_In New Hampshire, intangibles are not 
included among the subjects against which 
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ad valorem taxes are to be levied. In Maine, 
where a constitutional amendment author- 
izes the classification of intangibles and their 
taxation at a lower rate than other property, 
no system giving effect to this treatment 
has been adopted and intangibles may be 
said to be reached but seldom. 


Thus, in eight of the eleven Eastern states, 
intangibles are either specifically exempted 
or are not, in practice, taxed to any degree. 

In Pennsylvania, corporations subject to 
either the capital stock or the franchise tax, 
payable by domestic and foreign business 
corporations, respectively, are exempted, in 
practice, from a tax upon intangibles owned 
by them. In addition, the corporate stocks 
of such companies, when held by Pennsyl- 
vania taxpayers, are exempted from local 
ad valorem taxes. Consonant with the trend 
being noted, it may be observed that the 
Pennsylvania State Personal Property Tax 
Act, which imposed a four-mill state tax on 
intangibles of individuals, primarily, and 
which was in addition to the local four-mill 
county rate, has not been in effect since 1943. 

In Connecticut, stock in both domestic 
and foreign corporations is, in practice, 
generally regarded as nontaxable. Taxpayers 
possessing bonds, notes and choses in ac- 
tion may, as an alternative to the imposition 
of the substantial local tax rate applicable 
to property, pay a tax on them to the State 
Tax Commissioner equivalent to a rate of 
four mills annually on the face amount for 
one or more years, and have the evidence 
or a description of such intangibles endorsed 
by that official. This endorsement serves 
to exempt the property from the local levies. 

The Connecticut Corporation Business 
Tax Act of 1935, which imposes that state’s 
franchise tax based on net income, provides 
that payment of that tax is to be in lieu of 
all other taxes upon the intangible assets 
of any company subject to it. A similar 
situation exists in Rhode Island, where a 
corporate excess tax is paid by corporations. 
This payment also results in an exemption 
of the corporations’ stocks, bonds and 
debentures from taxation in the hands of 
the owner. 


Sales Tax 


During the past decade and a half, four 
states and two cities have imposed sales 
taxes; of these, only one city’s sales tax is 
in effect today. 

In New York, a state retail sales tax was 
imposed by Chapter 281, Laws of 1933, and 
was applied to retail sales made in the state 
from May 1, 1933, to June 30, 1934, when 
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the law expired by its own terms and was 
not re-enacted. The rate was one per cent 
of the receipts from retail sales of tangible 
personal property. 


Not long after the New York state retail 
sales tax expired, the City of New York 
began imposing its present retail sales tax 
at a rate of two per cent on December 10, 
1934. The tax has been continued in oper- 
ation, through re-enactments by local law 
pursuant to state enabling legislation, and 
is scheduled to remain in effect until June 
30, 1949. The rate was one per cent for a 
considerable period, from October 27, 1941, 
to June 30, 1946, when it reverted to two 
per cent. 


The City of Philadelphia, Pennsylvania, 
imposed both city sales and use taxes for 
the comparatively brief period from March 1, 
1938, to December 31, 1938. The sales tax 
was at the rate of two per cent of the amount 
of the sales of tangible personal property 
sold at retail within the city and of certain 
public utility services. The use tax rate was 
also two per cent, but its application was 
less broad, being applied to the use of only 
twelve specified classes of tangible personal 
property. 

The Pennsylvania legislature in 1932 passed 
the “Emergency Relief Sales Tax Act,” 
imposing a tax of one per cent upon each of 
$1 of gross income derived from sales of tan- 
gible personal property during the six-month 
period ending February 28, 1933. 

New Jersey, by Chapter 268, Laws of 
1935, imposed a sales tax for the privilege 
of selling tangible personal property during 
the period between July 1, 1935, and June 
30, 1938, at the rate of two per cent of the 
gross selling price. The provisions remained 
in effect for only four months, however, as 
the legislature repealed them by Chapter 1, 
First Special Session, 1935, effective Oc- 
tober 25, 1935. 

Maine provided, by Chapter 242, Laws 
of 1937, for a sales tax of one per cent upon 
gross receipts from retail sales of tangible 
personal property; sales of gas, electricity 
and water to retail consumers; and sales of 
admissions to places of amusement. This 


act was to have been effective if approved 
by the voters. It was defeated, however, at 
an election held on August 16, 1937, and 


thus never became operative. 


Chain Store Taxes 


As in the case of the sales taxes, none 
of these states imposes a chain store tax 
today. 


Pennsylvania levied a chain store tax under 
Act of June 5, 1937, P. L. 1656, known as 
the “Store and Theatre Tax Act,” upon 
those operating one or more stores within 
the state. The rate was based upon the 
number of stores operated by the same 
owner or under one management, the annual 
fee ranging from $1 where one store was 
operated to $500 for each store where five 
hundred or more were operated in the state. 
The law imposing the tax was declared 
unconstitutional on June 19, 1939, by the 
Pennsylvania Supreme Court in American 
Stores Company v. Boardman and Stanley 
Company of America et al. v. Boardman, 
6 A. 2d 826, on the ground that it was lack- 
ing in uniformity. In 1941, the state 
legislature appropriated $350,000 for the pur- 
pose of refunding taxes paid under this law. 


Maine imposed a chain store tax by Chap- 
ter 260, Laws of 1933, effective July 1 of 
that year. It applied for the licensing of 
one or more stores operated in the state. 
The rates were graduated from $1 for the 
operation of one store to $50 for each store 
in excess of twenty-five operated in the state. 


The act imposing the tax was repealed in 
1937. . 


The nearest approach to a chain store tax 
in any of these states today is, perhaps, the 
Delaware general merchants’ license tax. 
The rate is $5 per year, plus the further 
sum of one tenth of one per cent of the 
aggregate cost value of all merchandise, 
produce, goods and wares purchased for 
sale in excess of $5,000. Grain, commercial 
fruit, vegetable, poultry or coal merchants, 
or dealers in feed -bags and vendors of 
damaged or insolvents’ goods, pay at differ- 
ent rates. [The End} 
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Something New in Gift and Estate Taxes 


By LEE J. WOLFE 


Habs QUITE RECENTLY, actuarial 
}calculations in connection with gift, 
estate, and inheritance tax matters involved 
only a measurement of life contingencies. 
The new feature which suggested the title 
of this article is the extension of the appli- 
cation of gift taxes to certain divorce and 
separation settlements and the introduction 
of the probability of remarriage in connec- 
tion with actuarial valuations. The recent 
ruling E. T. 19 apparently was the result 
of a decision by the United States Supreme 
Court in Commissioner v. Wemyss, 324 U. S. 
303 (1945) [45-1 ustc 7 10,179]. This case 
arose from an antenuptial agreement where- 
by stock was transferred to a prospective 
bride. The rule laid down was that unless 
there is adequate and full (money) consid- 
eration in cases of this kind, the transaction 
is subject to the gift tax. While this case 
actually applied to an antenuptial agreement, 
it appears from recent cases in the Tax 
Court of the United States that the Bureau 
of Internal Revenue is seeking to apply the 
same rule to divorce and separation agree- 
ments. Following this decision, therefore, 
the Bureau of Internal Revenue published 
the above-mentioned ruling E. T. 19 in the 
Internal Revenue Bulletin No. 16, August 
12, 1946. The conclusions reached by the 
Bureau are summarized in the latter part 
of the amended regulations and read as 
follows: 


“With respect to transfers made pursuant 
to legal separation agreements or divorce 
decrees, it is the position of the Bureau that, 
for both estate and gift tax purposes, a 
release of support rights may constitute a 
consideration in money or money’s worth. 
Accordingly, to the extent that a transfer 
does not exceed the reasonable value of the 


support rights of the wife it is to be treated 
as made for an adequate and full considera- 
tion in money or money’s worth. The ques- 
tion whether the transfer is in excess of 
reasonable support rights is for the deter- 
mination of the Bureau. That portion of 
any transfer which is allocable to the release 
by the wife of her property or inheritance 
rights is to be considered as not made ‘to 
any extent’ for an adequate and full con- 
sideration in money or money’s worth. 


“The establishment of a reasonable allo- 
cation is regarded as a proper matter for 
administrative determination by the Bureau 
in the absence of a reasonable allocation or 
segregation by the parties. In making this 
determination the facts and circumstances 
of each case will be separately considered. 
Elements to be considered are the amount 
of the husband’s annual income, the extent 
of his assets, also, the life expectancies of 
the parties and the probability of the wife’s 
remarriage, alimony almost universally be- 
ing limited to such periods. An agreement 
of the parties may provide for payments 
extending beyond the period of their joint 
lives. The required allocation in such a 
case will involve a determination of the 
question whether the aggregate amounts 
paid and payable exceed normal support 
rights, which ordinarily would terminate 
upon the death of the husband. The con- 
tingency of the wife’s remarriage may be 
measured by actuarial standards. (Com- 
missioner v. State Street Trust Co. (C. C. A. 
1, 1942), 128 Fed. (2d), 618 [42-2 ustc 
7 10,190]; Brotherhood v. Pinkston, 293 U. S., 
96 (1934); Commissioner v. Marjorie D. 
Maresi, Executrix (C. C. A. 2), July 8, 1946 
[46-1 ustc { 10,276], affirming Estate of 
P. M. Maresi, 6 T. C. [583], No. 74 [CCH 
Dec, 15,051].) 


Mr. Wolfe, a certified public accountant in New York, Indiana and 
Minnesota, is the senior partner in the firm of Wolfe, Corcoran and 
Linder, Consulting Actuaries, Auditors and Accountants in New York 
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Separation and divorce agreements being 
as common as they are, it is quite likely 
that the imposition of a gift tax upon the 
proceeds of such agreements will require 
many actuarial calculations involving the 
use of a remarriage factor as well as a 
mortality factor. The three cases mentioned 
above in the regulations touch upon the 
probability of remarriage. In the State Street 
Trust Company case, decided by the United 
States Court of Appeals for the First Cir- 


cuit on June 3, 1942, the court concluded 
as follows: 


“We, therefore, conclude that the present 
value of $30,000 plus monthly payments of 
$650 to the widow for life, taking into 
account the contingency of her remarriage, 
is the proper amount to be deducted from 
the gross estate of the decedent. 


[ Disposition] 


“The case is remanded to the Board of 
Tax Appeals for a recomputation of the 
taxpayers’ deduction in conformity with this 
opinion.” 


In this case the court stated: 


“In determining the amount of deduction 
to which the taxpayer is entitled, it does 
not appear whether the Board took into 
account the contingency that the widow 
might remarry. It may be that the Board 
considered this fact but concluded that it 
was too conjectural and, therefore, decided 
not to give it weight in reaching its decision.” 
This case was an estate tax matter arising 
out of an allowance made by a Probate 
Court in fixing the charge against the di- 
vorced husband’s estate. The divorce took 
place on January 4, 1917, and the husband 
died on November 17, 1937, nearly twenty- 
one years thereafter. It will be noted that 
the court did not state what remarriage table 
should be used in taking into account the 
contingency of remarriage. I find, however, 
that the final calculations were based upon 
the American Remarriage Table for the pur- 
pose of measuring this probability. This 
table, published in the proceedings of the 
Casualty Actuarial Society, Volume XIX, is 
based upon the remarriage experience of 
widows coming under the Workmen’s Com- 
pensation Acts of several states. 


Widows’ Pensions 


The second case cited above, the Pinkston 
case, did not involve either estate or gift 
taxes. The Court was required merely to 


determine whether the jurisdictional amount 
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involved was sufficiently large for the case 
to come into federal court. The Widows’ 
Pension Department of the Brotherhood of 
Locomotive Firemen and Enginemen pro- 
vided a monthly income for widows or 
widowed mothers of deceased members, 
such person receiving a pension of $35 per 
month during her lifetime and the pension 
ceasing in the event of her remarriage. The 
Brotherhood decided to abolish the depart- 
ment and offered each widow a lump sum 
payment of $1,500. One of the widows 
brought suit in federal court, and the Dis- 
trict Court decided that it had no jurisdic. 
tion as the amount involved was not over 
$3,000. The Circuit Court of Appeals re- 
versed the District Court, and the Supreme 
Court decided, on the basis of actuarial 
testimony, that the amount involved was 
more than $3,000. The Court stated that 
the probability of remarriage is a factor 
which should be considered in determining 
the present value of the compromise agree- 
ment, and concluded as follows: 


“Moreover, the evidence discloses that 
the expectancy of remarriage and its effect 
upon the value of the pension is capable 
of actuarial determination. The law of aver- 
ages applies in respect of that event, as 
it does in respect of death and of other 
events. Mr. Pipe, an actuary called as a 
witness by petitioners, testified that the 
value of respondent’s right to receive $35 a 
month so long as she remained unmarried 
was, in round figures, $6,000 as of August 1, 
1931. A report made to the Brotherhood, 
filed June 2, 1932, by its Committee on 
Constitution, which seems to have been 
made after careful study, contains the 
statement: 


“*The “present value” can be determined 
if we know the average ages of widows 
corresponding to the ages at the death of 
members, and we know the proportion of 
widows who remarry. This information is 
available from the records of Pension 
Funds. For example, if we know that the 
average age of the widows of members who 
die at age 40, is 36, then the value of the 
benefit in event of death at 40, is the pres- 
ent value of a pension of $420 per annum 
on the life of a woman aged 36, taking into 
account the chances of remarriage. The 
benefit has a definite “lump sum” value on 
the death of the member.’ ” 


It is not apparent just what tables were 
used by the actuary in estimating the value 
in this case, but probably it was based upon 
the actual experience of the Brotherhood 
Pension Fund. 
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Maresi Case 


The third case referred to by the Bureau 
is the Marest case (supra), decided by the 
Tax Court on March 26, 1946, and affirmed 
by the Circuit Court, Second Circuit, New 
York, on July 8, 1946. This was also an 
estate tax matter. The claim was against 
the husband’s estate for the continuation of 
an agreed amount for such period as the 
ex-wife lived and remained: unmarried. 
(There had been a divorce nine years before 
the death of the husband.) In this case the 
Tax Court definitely recognized the Ameri- 
can Remarriage Table as a proper basis for 
determining the probability of remarriage. 
In appealing from the decision of the Tax 
Court, the Commissioner objected to the 
use of this table on two grounds: 


“1, Workingmen’s widows do not form a 
group, sufficiently congruous with the wives 
of men who have larger incomes; 


“2. The chances of remarriage among wid- 
ows are not a safe basis for inferring the 
chances of remarriage of divorced women.” 
The Circuit Court stated: 


“The Tax Court, although it recognized 
the uncertainties inevitable in any liquidation 
of the claim, decided that the tables were 
the most reliable evidence available and al- 
lowed a deduction accordingly.” 


A complete reading of the Circuit Court 
decision in the Maresi case is well worth 
while to anybody interested in this subject. 
It will be noted in this decision that the 
court states that “other marital rights in 
decedent’s property include a wife’s right 
to support during her husband’s life.” The 
Bureau’s theory of support rights in divorce 
cases probably arises from this decision 


American Remarriage Table 


The American Remarriage Table used in 
the State Street Trust calculation and specifi- 
cally approved in the Maresi case is what is 
known as a “select” table. This means that 
the probability of remarriage depends not 
only on age but also, for a select period, 
upon the time elapsed since the husband’s 
death. (As previously noted, this table is 
based upon the experience of widows only 
and not divorcees.) The select period is five 
years. For example, for a widow now aged 
thirty-five, the probability of remarriage 
before attaining age thirty-six is as follows: 


In the year of her husband’s death .0200 
Inthe lst year after her husband’s death .0531 
Inthe 2nd year after her husband’s death .0455 
Inthe 3rd year after her husband’s death .0482 


Something New in Gift and Estate Taxes 


In the 4th year after her husband’s death .0317 
In the 5th (or later) year after her hus- 
band’s death 


In each of the above illustrations the widow 
is presently aged thirty-five, and the differ- 
ence in probabilities depends solely upon 
the period of time from the husband’s death. 
After five years the probability is assumed 
to be affected by age only and, of course, 
decreases as the age increases. 


It will be seen that the application of this 
table to tax cases involves the question of 
when the select period starts. Of course, 
in estate tax cases where there has been 
no divorce, the period obviously starts with 
the date of death of the husband. If, how- 
ever, there has been a divorce before the 
date of valuation, as there was in the Maresi 
case (nine years before), the wife already has 
had the same opportunity to remarry as if 
the husband had died at the date of divorce. 
It might well be reasoned, therefore, that 
when the table is used in cases where a 
divorce has occurred, the select period 
should start with the date of divorce. Fur- 
thermore, in gift tax cases there usually 
will be no death at the time the tax is 
calculated and the date of divorce is the 
only possible date to use under such cendi- 
tions. Apparently, at the present time the 
decision rests merely upon the judgment of 
the actuary making the calculation. In the 
Maresi case, a divorce had occurred nine 
years prior to the date of valuation and the 
actuary assumed that the period of selection 
already had expired. In the State Street 
Trust case, the actuary assumed that the 
period of selection began at the date of 
valuation, which was also the date of death, 
although a divorce had occurred twenty-one 
years earlier. 


Value of Support Rights 


In the regulations promulgated in August, 
1946, the Commissioner states that after the 
amount of the support rights is determined, 
the other elements to be considered are the 
life expectancies of the parties and the prob- 
ability of the wife’s remarriage. This means 
that the present value of the support rights 
is the value of an annuity ceasing upon the 
death of either party or upon the remarriage 
of the wife, whichever occurs first. As 
already pointed out, the American Remar- 
riage Table seems to be considered by the 
Bureau as a proper table for the measure- 
ment of the probability of remarriage. 


For a great many years Bureau regula- 
tions have specified the mortality table to 


219 











be used in evaluating the so-called life ex- 
pectancy and the rate of interest to be used 
in determining present value. The pre- 
scribed bases are the Combined Experience 
Table of Mortality and an interest rate of 
four per cent. The Combined Experience 
Table was compiled in 1838 and was based 
upon the experience of seventeen British 
life insurance companies. The American 
Remarriage Table was compiled in 1932. In 
making calculations under the present regu- 
lations, therefore, we have the rather in- 
congruous combination of a mortality table 





109 years old with a remarriage table fif-. 
teen years old. As everyone knows, there 
has been a very substantial increase in aver- 
age longevity since the compilation of the 
Combined Experience Table, and the use 
of a more modern mortality table would 
make considerable difference in the calcula- 
tion of estate and gift tax values. The fol- 
lowing table compares the expectation of 
life at representative ages according to the 
Combined Experience Table and according 
to several later tables in common use for 
various purposes: 








Year Years of Expectation of Life 

Mortality Table Compiled Age30 Age40 <Age50 Agebo 
Combined Experience 1838 34.43 27.28 20.18 1 
American Experience 1868 35.33 28.18 20.91 14.10 
American Men Ultimate 1918 37.70 29.32 21.29 14.29 
Standard Annuity—Male 1937 41.91 33.00 24.78 17.55 
Standard Annuity—Female ........ 1937 46.53 37.38 28.78 21.02 
United States Census of 1940—Male 1941 38.80 30.03 21.96 15.05 
United States Census of 1940—Female.... 1941 42.21 33.25 17.00 





While the expectation of life, a term 
loosely used in many tax cases, cannot prop- 
erly be used to determine annuity values, 
it does properly measure the relative differ- 
ence in the mortality rates shown by various 
tables. 


The first two tables listed above are based 
upon experience of male and female lives 
combined. The third table (the American 
Men Ultimate) is based on male lives only. 
The last two tables show that when the 
experience is separated, there is a very con- 
siderable difference between the male and 
female experience. 


Effect of Interest Rate 


The interest rate assumed also has a very 
considerable effect upon the resulting an- 
nuity values. The following shows a com- 
parison of an immediate annuity of $1 a 
vear at age thirty-five and sixty, based upon 
the Combined Experience Table and various 
rates of interest: 


Age 35 Age 60 
6% $13.681 $ 9.136 
5% 15.235 9.735 
4% 17.144 10.415 
3% 19.521 11.188 


As will be seen, a difference in rate of 
interest substantially affects the size of the 
annuity values, particularly at the younger 
ages. I think that few would contend that 
the four per cent rate still required by the 
Bureau can be considered reasonable in the 
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light of present-day conditions. An interest 
yield of four per cent simply cannot be ob- 
tained today from a fund which has to be 
invested in the safest type of securities, 
No life insurance company now bases its 
premium calculations on a rate higher than 
3% per cent. Most life insurance reserves 
are based upon an interest rate of three 
per cent or less, and most companies are 
using 2%4 per cent or even two per cent in 
the calculation of premiums for annuities 
which require the immediate investment of 
large sums. 


It is to be noted that no specific mortality 
table or interest rate is set forth in either 
the estate tax or the gift tax laws. The 
use of the four per cent interest rate and the 
Combined Experience Table is prescribed 
by the regulations issued by the Commis- 
sioner of Internal Revenue. The regula- 
tions, however, have not always been upheld 
in respect to these factors. In the case of 
Estate of John Halliday Denbigh (Basil Ken- 
nedy Denbigh, Administrator), 7 TC —, No. 
47, July 23, 1946 [CCH Dec. 15,276], the 
court held as follows: 


“Held: The value of the contracts as the 
date of death of the decedent, under Sec- 
tion 811, I. R. C., was not in excess of 
the value reported in the estate tax return. 

“Reasoning: Noting that the pleadings of 
the petitioner asked only that the Commis- 
sioner be reversed in increasing the values 
of the three contracts over the amount re- 
ported in the return and that a specific valu- 
ation was not called for, the Court narrowed 
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the question to this—must the life expectancy 
as shown by standard expectancy tables for 
a female of the age of the annuitant be 
used in valuing the contracts or might the 
fact that her actual life expectancy was 
much less be considered? 


“In answer, the Court stated that while 
the use of such tables was prescribed in the 
Commissioner’s Regulation and was proper 
in many cases (citing Simpson v. U. S., 252 
U. S. 547, and Ithaca Trust Co. v. U. S., 
279 U. S. 151 [1 ustc J 386]), such tables 
were ‘only evidentiary’ and need not be 
controlling; that as to the inclusion of the 
value of the annuities under Section 811, 
I R. C., ‘All facts material thereto may, 
indeed must be considered. Here the evi- 
dence clearly establishes’, the Court con- 
tinued, ‘that Helen’s life expectancy on July 
24, 1943 was less than one-half that shown 
by the standard tables for a person her age. 
It was not even one-fourth. She was doomed 
to die within a year or so. She lived only 
one and one-half years from that date. This 
later fact serves only to corroborate the 
opinion of her doctor as of July 24, 1943 
that she could not possibly live more than 
one or two years.’ ” 


Application 


of Specific Mortality Table 


In view of the above, it now seems to be 
an established legal fact that the specified 
mortality table is only evidentiary and need 
not be controlling. It is my understanding, 
however, that the Commissioner has stated 
that he does not acquiesce in this decision; 
and, in all frankness, it should be stated 
that most actuaries can be expected fully 
to agree with the Commissioner. Mortality 
tables necessarily are based upon the exper- 
ience of large groups and, therefore, repre- 
sent average experience. Thus, they can be 
expected to reproduce equitable results only 
on the average. Since the government is 
involved in such a large number of cases, 
it can expect to secure equitable results in 
the long run from the application of a 
standard mortality table. For an individual 
litigant, the result sometimes may not seem 
sO apparently equitable. Mortality tables 
are used simply as the best device available 
to measure life contingencies when they 
have to be measured. Certainly it seems 
to me unsound, however, to remove an in- 
dividual case from the requirement of the 
use of a specified table while applying that 
table to all other cases. 
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Variation of Interest Rate 


There has been a wider challenge of the 
Commissioner’s requirement of a four per 
cent interest assumption. In the case of 


~R. Emmet Hanley, Administrator (Est. of 


William G. Potts) v. U. S., 63 F. Supp. 73 
(Ct. Cls., 1945), the four per cent rate used 
by the Commissioner was discarded for a 
lower rate. The decedent left a trust which 
required the investment of the money in 
government and municipal bonds, and the 
petitioner was able to demonstrate that it 
was impossible for the estate under this 
restriction to earn as high a rate of interest 
as four per cent. Considerable testimony to 
this effect was introduced. As a result, the 
court decided that three per cent was the 
proper rate to be used. 


The Commissioner himself has varied the 
rate of interest. In the case of the Security- 
First National Bank of Los Angeles, Executor 
of the Estate of Milton Sills, 35 BTA 815 
[CCH Dec. 9616], the Commissioner used 
a rate of five per cent instead of four per cent 
in computing a reversionary interest. This 
differential in interest rate, of course, favored 
the government. The taxpayer appealed to 
the Board of Tax Appeals, but that Board 
approved the action of the Commissioner. 


In the case of William Korn et al., 35 BTA 
1071, 1078 [CCH Dec. 9648], the Board said: 


“It is recognized by the Commissioner, 
frequently, that the rate of 4 per cent com- 
pounded may not always be a proper rate 
and the factor is adjusted to adopt another 
rate of interest if the facts show justification.” 


Randolph Paul, in Section 18.19 of Federal 
Estate and Gift Taxation, says: 


“The earning power of money shifts from 
time to time, and is certainly less than 4 per- 
cent today for money safely invested. The 
door has been opened by the Treasury and 
the Board to the use of another rate if the 
facts show justification. But the facts of a 
case must specifically warrant an abandon- 
ment of the 4 percent rate.” 


Again, in the case of Simpson v. United 
States (supra), the Supreme Court approved 
the use of such a table as Table A (based 
on 4 percent interest in the regulations) only 
because it estimated at that time that 4 per- 
cent ‘“‘was very generally assumed to be the 
fair value of earning power of money safely 
invested.” 


The above cases would seem to indicate 
that there is no longer anything sacred 
about the four per cent interest rate and that 


the requirement of this rate might well be 
challenged for sufficient cause. 
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Suggestions to Treasury 


My consideration of the actuarial phases 
of the various court decisions and regula- 
tions in respect to estate and gift taxes leads 
me to the suggestion that the time has come 
when the Treasury might well give serious 
consideration to the following possibilities: 

1. Accept the use of a lower and more 


realistic rate of interest when clearly war- 
ranted by conditions. 


















2. Prescribe the use of a new mortality 
table which reasonably represents current 
mortality experience. Equity would seem 
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to require the use of different tables for 
male and female lives. 


3. Formally adopt the use of the American 
Remarriage Table for determining the prob- 
ability of remarriage and specify whether 
the period of selection should begin to run 
from date of death or from date of prior 
divorce. The preparation of the necessary 
functions to enable calculations to be made 
readily on a new basis, would, of course, 
require considerable work; but the impor- 
tance of the subject would seem fully to 
justify whatever work is required. 


[The End] 
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The Installment Basis 


for Dealers in Personal Property 


By 


JOSEPH M. MERO 


goat from property sold on the in- 
stallment plan can be reported under 
the installment method of accounting au- 
thorized by Section 44 of the Internal 
Revenue Code. Subject to the statutory 
terms and conditions, this privilege is avail- 
able to dealers who regularly sell personal 
property on the installment plan, and also 
may be availed of for sales of real property 
and casual sales of personal property. This 
article deals with the installment method 
only insofar as concerns dealers in personal 
property. Although some of the cases cited 
below involved real property transactions, 
the installment basis principles laid down 
therein were of general applicability. 


The basic rule of the installment method 
is that the dealer-taxpayer may report the 
gross profits from an installment sale (i. e., 
the sales price inclusive of credit service 
charge, less the purchase cost of the goods 
sold) over one or more taxable years in 
the same proportion which the payments 
collected during any taxable year bear to 
the total contract price. 


The installment provisions were intended 
primarily to relieve persons engaged in 
selling furniture or other chattels on the 
installment plan from paying an income 
tax on the entire transaction at the outset 
when, because of the failure of the pur- 
chasers to meet all their payments, noth- 
ing like the expected profit might ever be 
realized. However, since the taxpayer has 
the option of spreading the tax over the 
period of the installments, he must take 
the risk that the rate of tax may change; 


and so.the income is subject to tax at the 
rates in effect in the taxable years in which 
the installment income is to be reported. 


Some of the early cases refer to the 
installment method as a “cash basis” of 
accounting, but this characterization is in- 
correct. Normally, the installment method 
used by a dealer in personal property is a 
hybrid accrual basis of accounting. Since 
inventories ordinarily are involved in the 
case of such a dealer, the accrual basis is 
necessary for a proper determination of 
gross profit; only after the percentage of 
gross profit has been so arrived at, can 
calculation be made of the amount of gross 
profit to be deferred under the installment 
variation of the accrual basis. All other 
items of expense and income entering into 
the computation of taxable profit are de- 
termined on the straight accrual basis. 


Origin of Installment Basis 


The early history of the installment basis 
is a record of conflict and confusion over 
the question of whether a change from the 
accrual basis to the installment basis was 
to be accomplished under the so-called 
double tax rule or the single tax rule. Un- 
der the double tax rule, now incorporated 
in the Code as Section 44 (c), no install- 
ment payments received in the taxable year 
shall be excluded in computing the gross 
profit to be reported, on the ground that 
they were received under a sale the total 
profit from which was returned as income 
during any taxable year prior to the change 
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to the installment basis. Under the single 
tax rule, if the profit from an installment 
sale had been fully returned in a taxable 
year when the taxpayer reported on the 
accrual basis, collections from that sale in 
a subsequent year when the taxpayer had 
changed to the installment basis were not 
again to be subjected to tax. 

Prior to the enactment of the Revenue 
Act of 1926, there was no express statutory 
authorization for reporting profits on the 
installment basis. However, the installment 
method was first recognized by Article 117 
of Regulations 33 (Revised), promulgated 
January 2, 1918, although no specific pro- 
vision was made for the application of 
either the single tax rule or the double tax 
rule. This was followed by Regulations 45, 
lations 45, promulgated December 29, 1919; 
which expressly authorized and required 
the double tax rule. The double tax rule 
was repeated in the second edition of Regu- 
lations 45, promulgated December 29, 1919, 
but T. D. 3082 (CB 3), issued October 20, 
1920, amended the regulations by authoriz- 
ing the application of the single tax rule. 


When the 1920 edition of Regulations 
45 was promulgated on January 28, 1921, 
Article 42 was altered to incorporate the 
single tax rule. This situation continued 
until early in 1925, when there came before 
the Board of Tax Appeals, for the first 
time, the question of the validity of ascer- 
taining income in accordance with an in- 
stallment basis. In B. B. Todd, Inc.,1 BTA 
762 [CCH Dec. 282], the Board held that 
the Revenue Acts did not permit adoption 
of the installment basis, and severely criti- 
cized the exclusion under the single tax rule, 
during the transition period, of installment 
payments received therein from contracts 
made prior thereto during the taxable years 
when the taxpayer was on the accrual basis. 
Other Board decisions followed to the same 
effect: H. B. Graves, Inc., 1 BTA 859 [CCH 
Dec. 313]; Hoover-Bond Company, 1 BTA 
929 [CCH Dec. 340]; Dennis, Weaver & 
Wells, 2 BTA 977 [CCH Dec. 890]. 


To bring statutory order out of this 
chaotic condition, Sections 212(d) and 1208 
were enacted in the Revenue Act of 1926. 
Section 212 (d), insofar as it relates to 
dealers regularly selling personal property 
on the installment plan, permitted them to 
“return as income therefrom in any taxable 
year that proportion of the installment pay- 
ments actually received in that year which 
the total profit realized or to be realized 
when payment is completed, bears to the 
total contract price.” This language has 
been repeated in Section 44 (a) of the 
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Revenue Acts of 1928, 1932, 1934, 1936 and 
1938 and the Internal Revenue Code, except 
for the substitution of the words “gross 
profit” for “total profit.” 


Section 1208 made Section 212 (d) retro- 
active, commencing with the Revenue Act 
of 1917. Although the Revenue Act of 1926 
still failed to provide specifically for the 
double tax rule, the conference committee 
report indicated that the double tax rule 
was to be followed in settling all cases 
under prior acts and under the 1926 Act. 
The Bureau so construed the statute in 
T. D. 3921 (V-2 CB 24), and this was 
followed in Article 42, Regulations 69, 
promulgated August 28, 1926. This position 
was ‘upheld by the Board in Blum’s, Inc., 7 
BTA 737 [CCH Dec. 2633], and Warren 
Reilly, 7 BTA 1327 [CCH Dec. 2772]. 


In order finally to settle the confusion 
and uncertainty over the double tax and 
single tax rules, Section 44 (c) was enacted 
in the Revenue Act of 1928, expressly pro- 
viding for the double tax rule during the 
period of transition involved in a change 
from the accrual to the installment basis. 
Section 44 (c) has continued unchanged in 
the law to the present day. 

The 1928 Act also contained Section 705, 
which was intended to compose and termi- 
nate cases involving original returns filed 
on the installment basis prior to February‘ 
26, 1926 (the effective date of the 1928 
Act), during periods when the regulations 
were contradictory in that they provided 
for the double tax rule during some years 
and the single tax rule during others. Sec- 
tion 705 set forth special rules which have 
no applicability to present-day installment 
basis tax returns. For controversies which 
arose thereunder see Willcuts v. Gradwohl, 
58 F. (2d) 587 (CCA-8) [1932 CCH f 9247] 
(cert. denied); Hoover-Bond Company v. 
Denman, 59 F. (2d) 909 (CCA-6) [1932 
CCH [9376]; Standard Computing Scale 
Company v. U. S., 52 F. (2d) 1018 (Ct. Cls.) 
[5 ustc J 1483]; Jackson Furniture Company, 
85 F. (2d) 606 (CCA-9) [36-2 ustc § 9453]; 
Grand Rapids Show Case Company, 12 BTA 
1024 [CCH Dec. 4188]; John A. Nelson 
Company, 28 BTA 529 [CCH Dec. 8135]. 


Constitutionality of Double Tax Rule 


The leading case upholding the consti- 
tutionality of the double tax rule is John 
M. Brant Company v. U. S., 40 F. (2d) 126 
[1930 CCH [9266] (cert. and rehearing 
denied), in which the Court of Claims said: 
“It is further contended that, if the statute 
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requires the inclusion in income of pay- 
ments received in years subsequent to the 
change to the installment sales method of 
accounting, it imposes a direct tax upon 
capital without apportionment among the 
several states in proportion to their popu- 
lation in violation of section 9, article 1, of 
the Constitution. There is no merit in this 
contention. The amounts taxed represent 
profits on installment sales effected in years 
prior to 1918, and the tax therefore: is 
necessarily one upon income and not upon 
capital. Such amounts do not lose their 
character as income merely because, under 
a new method of accounting which tax- 
payer elected to adopt, it is required to 
treat them as income in a year other than 
the one in which they were originally re- 
ported under its method of accounting.” 


“Profits earned subsequent to the six- 
teenth amendment to the Constitution do 
not become capital of a nature such as may 
not be subjected to income tax, although such 
imposition may result in taxation of such 
income a second time. The amounts which 
defendant included in plaintiff’s taxable 
income for the years involved constituted 
income under the sixteenth amendment, 
and, such being the case, it is within the 
power of Congress to prescribe the time, 
the manner, and the method of accounting 
for such income for tax purposes. No at- 
tempt is made by the statute to define new 
objects of income. It simply provides that 
those taxpayers who choose to report their 
income in accordance with its provisions 
must report the income as it is reduced to 
possession in cash, notwithstanding the fact 
that some part of it had previously been 
returned and taxed under the accrual 
method of accounting employed in earlier 
years, and it is no defense to say that 
double taxation results . . . it was optional 
with the government to allow the change, 
and optional with the taxpayer to accept 
it; and, when appellant exercised that op- 
tion... it accepted the change with the 
burden imposed. ... The question may not 
be entirely free from doubt or difficulty, 
but we think it was correctly determined 
in the cases to which we have referred.” 
(Blum’s, Inc., supra, and Mayer & Company, 
9 BTA 815 [CCH Dec. 3243].) 


Definitions 


The statute refers to persons who “regu- 
larly” sell personal property on the install- 
ment plan. The fact that the dealer also 
sells on the cash basis is only one element 
to be considered along with other circum- 


The Installment Basis 


stances such as the fact that numerous install- 
ment sales are made, that there is a general 
holding out to the public that installment 
arrangements can be consummated, and the 
contemplation that the installment business 
continue for a substantial period of time. 
(Marshall Brothers Lumber Company, 13 
BTA 1111 [CCH Dec. 4483]; E. P. Green- 
wood, 34 BTA 1209 [CCH Dec. 9505]; 50 
East 75th Street Corporation, 78 F. (2d) 158: 
(CCA-2) [35-2 ustc J 9459].) 

The installment provisions do not require 
that title pass when the initial payments 
are made under an installment sale, but 
permit the income from such transactions 
to be reported as it is received, regardless 
of whether title has or has not passed at 
that particular time. Notes of the purchaser 
are not includible in income. (Charles J. 
Derbes, 69 F. (2d) 788 (CCA-5) [1934 CCH 
{ 9202]; affirming 24 BTA 276 [CCH Dec. 
7204].) 


Election 


A tax-reporting entity which regularly 
sells personal property on the installment 
plan can adopt the installment basis in its 
first return, under the authority of Section 
44 (a). Likewise, a qualified taxpayer can 
change its accounting method for reporting 
income from the accrual basis to the install- 
ment basis without the necessity of obtain- 
ing the Commissioner’s permission. This 
follows from the fact that the statute, in 
Section 44 (c), specifically outlines the terms 
which govern such a change in method— 
i. e., the double tax rule must be followed. 


The double tax rule will make a change 
from the accrual to the installment basis 
very costly for the taxpayer unless the 
transition period covers taxable years 
during which the outstanding installment 
receivables are increasing substantially 
(because of greater volume of business, 
lengthened terms of payment, decrease in 
size of down payments, change in policy 
so that installment contracts are financed 
directly by the dealer instead sold to an 
outside financing agency, or any other 
reason). Where the receivables are so in- 
creased, taxable income on the installment 
basis will be less than on the accrual basis 
and the change in accounting method could 
be considered despite the double tax rule. 


If a taxpayer desires to change from the 
installment to the accrual basis, the consent 
of the Commissioner must be secured and 
an application for permission to make the 
change must be filed within ninety days 
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after the beginning of the taxable year to 
be covered by the return. If permission is 
granted, the taxpayer will be required to 
report as additional incbme in the first 
accrual basis return all of the gross profit 
(not previously reported) pertaining to 
outstanding installment receivables at the 
beginning of the taxable year of change. 


Where a taxpayer has elected on an 
original return to report income on one 
basis (whether it be the accrual or the 
installment method), he cannot, after expi- 
ration of the time within which the return 
is to be made, have his tax liability com- 
puted and settled according to the other 
method. By reporting income from install- 
ment sales according to one of the two 
methods, the taxpayer makes an election 
that is binding upon him and the Commis- 
sioner. (Pacific National Company v. Welch, 
304 U. S. 191 [38-1 ustc J 9286], affirming 
91 F. (2d) 590 (CCA-9) [37-2 ustc J 9445]; 
U. S. v. Harry A. Kaplan, 304 U. S. 195 
[38-1 ustc § 9287], reversing 18 F. Supp. 
965 (Ct. Cls.) [37-1 ustc J 9254]; Eric H. 
Marks v. U. S., 98 F. (2d) 564 (CCA-2) 
[38-2 ustc J 9445], cert. denied.) 

Since the installment basis is a permis- 
sive method available to the taxpayer at 
his election if he is qualified under the 
statute to use it, the Commissioner has no 
authority to impose the use of the install- 
ment basis upon a taxpayer as the method 
for determining the tax. (Max Viault et al., 
36 BTA 430 [CCH Dec. 9736].) However, 
where the taxpayer has accepted the Com- 
missioner’s treatment of a sale as an install- 
ment basis transaction, the taxpayer’s action 
constitutes an election, and he may not, 
after the expiration of the statutory assess- 
ment period, claim that the tax was payable 
originally on a completed transaction basis. 
(Louis Werner Saw Mill Company v. Helver- 
ing, 96 F. (2d) 539 (CA of DC) [38-1 ustc 
{ 9157]; affirming on this issue 26 BTA 141 
[CCH Dec. 7585].) 


Unrealized Gross Profit 


The term “unrealized gross profit” in 
installment accounting signifies the gross 
profit applicable to the uncollected install- 
ment receivables; as of the end of the tax- 
able year, such gross profit is the amount 
to be deferred for tax purposes under Sec- 
tion 44 (a). If the statute were followed 
literally, it would be necessary to apply to 
the installment payments received each 
year the respective gross profit percentages 
realized in the years when the original sales 


(against which such payments are made) 


were consummated. The correct gross 
profit to be reported for tax purposes can 
be obtained also by (1) determining the 
gross profit on total cash, open account 
and installment sales of the taxable year 
by ordinary accrual accounting; (2) adding 
thereto the unrealized gross profit on install- 
ment accounts receivable at the beginning 
of the taxable year; and (3) subtracting 
from such sum the unrealized gross profit 
on installment accounts receivable at the 
close of the taxable year. This simplified 
method is used by installment basis tax- 
payers and has been approved by the 
Board in Warren Reilly, supra; Grand Rapids 
Show Case Company, supra; S. Davidson & 
Brothers, Inc., 21 BTA 638 [CCH Dec. 6531]. 

In calculating the unrealized gross profit, 
however, it is necessary to age the out- 
standing installment receivables by years 
of origination and to apply the respective 
gross profit rates realized on the sales of 
each such year. In Abraham & Straus, Inc., 
21 BTA 1145 [CCH Dec. 6622], the tax- 
payer applied a single gross profit rate 
(that of the taxable year) to all of the 
installment receivables and was denied the 
use of the installment basis. 


In the installment business, a customer 
may add new purchases continually to his 
account and make installment payments 
against the total commingled balance. The 
aging of such outstanding receivables is 
covered in common-sense fashion by an early 
ruling (O. D. 815, CB 4), which states that 
in cases of continuous accounts the cash 
payments received should be allocated in 
accordance with the generally recognized 
principle of law covering such cases—i. e., 
that failing application by the vendee, the 
cash payments should be applied to the 
earliest items of the account. 


Where the taxpayer does a cash and 
charge account business as well as an in- 
stallment business, while the installment 
sales can be returned on the installment 
basis the cash and charge account sales are 
to be reported separately as completed 
transactions, the entire gross profit from 
which is to be returned in the taxable year 
when such cash and charge account sales 
were made. (O. D. 23, CB 1.) 

If a taxpayer does not keep his books 
so that separate gross profit rates for cash 
sales and for installment sales, respectively, 
are determinable for the taxable year, it is 
permissible to use a composite gross profit 
rate based upon all sales of the taxable 
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year. (Blum’s Inc., supra; Mayer & Com- 
pany, supra.) 

In Blum’s Inc., the Commissioner con- 
tended that the deferred profit was to be 
calculated by use of a net profit percentage 
arrived at after deducting expenses of 
selling, advertising, collection, delivery, 
warehousing, administration, etc.; but this 
viewpoint was rejected by the Board. The 
statute now clearly refers to “gross profit” 
as the factor to be used in calculating the 
deferred income; all operating expenses are 
ordinarily deducted on the accrual basis by 
the dealer in personal property, even though 
gross profit from installment sales is re- 
ported on the installment basis. 


The Board has often stated that the 
installment provisions do not require the 
taxpayer’s books to be kept in any particu- 
lar manner; the statute is satisfied if ade- 
quate data are available from the books of 
account so that an accurate computation of 
income from installment sales can be made. 
(B. T. Todd, Inc., supra; L. S. Weeks Com- 
pany, 6 BTA 300; [CCH Dec. 2188]; Red- 
lick-Newman Company, 8 BTA 719 [CCH 
Dec. 2928]; Mrs. C. H. Robinson, 8 BTA 972 
{CCH ‘Dec. 2975]; Grand Rapids Show Case 
Company, supra.) Nor can the use of the 
installment basis be denied to a taxpayer 
because his installment sales involve ex- 
tension of credit for only a short term. 
Lenox Clothes Shops, Inc., 45 BTA 1122 
[CCH Dec. 12,225}.) 


Bad Debts 


The dealer in personal property who 
returns income on the installment basis is 
not permitted to use the reserve method 
of deducting for bad debts, but is confined 
to charge-off of debts becoming worthless 
during the taxable year. (Wilbur Glenn 
Voliva v. Commissioner, 36 F. (2d) 212 
(CCA-7) [1 ustc J 448], affirming 10 BTA 
911 [CCH Dec. 3581]; I. T. 2365, CB VI-1.) 
This practice is founded on the theory that 
since the amount for which a deduction 
would be claimed under the reserve method 
has itself never been included in income 
under the installment basis, no deduction 
should be permitted. However, the theory 
ignores the fact that a portion of the install- 
ment receivable represents the dealer’s un- 
recovered cost of goods sold. 

The amount to be deducted when the 
unpaid installment obligations of the pur- 
chaser become worthless and are charged 
off and the property is not recovered by 
the dealer, is such proportion of the de- 
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.after the changeover. 


faulted payments as represents the capital 
investment, i. e., the unrecovered cost of 
the goods sold. 


For bookkeeping convenience, some in- 
stallment basis taxpayers keep their accounts 
on the accrual basis and make the con- 
version to the installment basis by means 
of an “unrealized gross profit” account, as 
has been previously explained. Under this 
procedure, the full amount of the uncol- 
lectible account would be charged off as a 
bad debt, with an offsetting credit to ac- 
counts receivable; the reduction in accounts 
receivable would then result in the return 
as income of the gross profit element in the 
bad debt charge-off, leaving a net charge- 
off of the unrecovered. cost of goods sold. 
The taxpayer followed this procedure in 
Lenox Clothes Shops, Inc., supra, and the 
Board reversed the Commissioner, who had 
contended for disallowance of the net bad 
debt charge-off. 


Complex situations arise when the tax- 
payer changes from the accrual to the in- 
stallment basis, with respect to charge-off 
of bad debts from accounts created prior to 
the change. In Blum’s, Inc., supra, the tax- 
payer contended that since he had been on 
the charge-off method while on the accrual 
basis, he should be permitted to charge off 
the full amount of uncollectible accounts 
which originated during that period but 
became worthless after the changeover, on 
the ground that income from such sales 
had been returned in full while on the ac- 
crual basis. The Commissioner contended 
that only the unrecovered cost of the goods 
sold could be charged off, irrespective of 
whether the account originated before or 
The Board upheld 
the Commissioner, and said, “The deduction 
which a taxpayer is entitled to make from 
the income of any taxable year, on account 
of debts ascertained to be worthless and 
charged off within that year, depends en- 
tirely upon the method employed in return- 
ing income for that year.” 

In Palm Beach Mather Company, 24 BTA 
536 [CCH Dec. 7243], the taxpayer had 
been on the reserve method while on the 
accrual basis, and the Commissioner was 
attempting to include in income the reserve 
for bad debts at the start of the taxable 
year in which the taxpayer changed to the 
installment basis. The Board here denied 
the Commissioner’s contention and repeated 
the language it had used in the Blum’s, Inc. 
case, quoted in the preceding paragraph. 
The Commissioner published his acqui- 
escence with this decision. 
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Repossessions 


The treatment of repossessed merchan- 
dise is governed by the portions of Section 
44 (d) which deal with the gain or loss 
resulting if an installment obligation is 
satisfied at other than its face value. Such 
portions of Section 44 (d) have been un- 
changed since the Revenue Act of 1928, in 
which they first appeared. 


The gain or loss on repossessions is 
measured by the difference between the 
unrecovered cost of the goods originally 
sold and the fair market value thereof when 
repossessed (with adjustment for any fees 
or costs realized or incurred incidental to 
the repossession). If the property repossessed 
is bid in by the dealer at a legal sale, the 
bid price is presumptively the fair market 
value in the absence of contrary proof. The 
fair market value becomes the inventory 
value at which the repossessed goods are 
carried on the dealer’s books. 


No adjustment in the gross profit per- 
centages should be made on account of 
repossessions; Blum’s, Inc., supra, prescribed 
this rule but required the gross profit rate 
to be adjusted where default occurred in 
the year of sale. This exception is of rare 
occurrence and appears to be a needless 
complication; it should be considered in 
light of Boca Ratone Company v. Commis- 
stoner, 86 F. (2d) 9 (CCA-3) [36-2 ustc 
7 9482], and U. S. v. Walter A. Eversman, 
133 F. (2d) 261 (CCA-6) [43-1 ustc J 9284]. 
In the Boca Ratone case the regulations 
covering realty repossessions were held to 
be invalid and were subsequently amended 
to conform with this decision. 


Accumulated Earnings and Profits 


In computing “accumulated earnings and 
profits” for invested capital purposes, the 
installment dealer is faced with the custom- 
ary problems involved in such a determi- 
nation plus the special question of the status 
of the unrealized gross profit on installment 
sales. The controlling decision in World 
War I invested capital cases was John M. 
Brant Company, supra, in which it was held 
that under the installment method the un- 
realized profits on installment sales made 
prior to the taxable year should be excluded 
from computation of invested capital for 
the taxable year, and that this rule applied 
even where the taxpayer had changed from 
the accrual to the installment basis and had 
returned in full the profits of the prior 
years while on the accrual basis. To the 
same effect were Standard Computing Scale 


Company v. U. S., supra; Tull & Gibbs, Inc. 
v. U. S., 48 F. (2d) 148 (CCA-9) [5 ustc 
{ 1482]; S. Davidson & Brothers, Inc., supra; 
Tull & Gibbs, Inc., 21 BTA 1073 [CCH 
Dec. 6604]; Jacob Brothers Company, 50 F. 
(2d) 394 (CCA-2) [5 ustc § 1480], which 
stated a special variation of the rule for 
Section 705 cases; J. B. Bradford Piano 
Company, 15 BTA 1045 [CCH Dec. 4981}; 
New England Furniture & Carpet Company, 


9 BTA 334 [CCH Dec. 3117]; Blum’s, Inc., 
supra, 


In 1943, in Commissioner v. Shenandoah 
Company, 138 F. (2d) 792 (CCA-5) [43-2 
ustTc { 9623], affirming a Tax Court memo- 
randum opinion [CCH Dec. 12,936-F], the 
above rule was not followed in determining 
accumulated earnings and profits for divi- 
dend distribution purposes. The court held 
that unrealized profits on sales of realty 
which were being reported on the install- 
ment basis were includible in surplus. The 
taxpayer thereby became entitled to a divi- 
dends-paid credit carry-over for undistributed 
profits surtax purposes under the law then 
prevailing. The Commissioner had contended 
that part of the dividends paid were in 
reality a distribution of capital, thereby ma- 
terially reducing the dividends-paid credit 
carry-over. 

Judge Holmes wrote a lengthy dissenting 
opinion in the Shenandoah case. Possibly the 
majority decision was influenced by the 
fact that the stockholders reported the divi- 
dend in full as income in their individual 
returns for 1937 (see note 1 to the majority 
opinion) and might have been barred by 
the statute of limitations from claiming a 
refund if the distribution was chiefly capital 
in nature. 


In two decisions covering World War I] 
invested capital cases, the Tax Court has 
indicated that it is following the World 
War I rule rather than its memorandum 
opinion in the Shenandoah case as affirmed 
by the Fifth Circuit. In Kimbrell’s Home 
Furnishings, Inc.,7 TC —,No. 40 [CCH Dec. 
15,267], the court regarded the Shenandoah 
case as distinguishable and held that un- 
realized profits on installment sales as of 
the beginning of the taxable year are not 
includible in equity invested capital as accu- 
mulated earnings and profits under Section 
718 (a) (4). In this case, the taxpayer was 
computing its normal tax net income on the 
installment basis, but had exercised the op- 
tion under Section 736(a) to compute its 
excess profits net income on the accrual 
basis. 
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In South Texas Lumber Company, 7 TC —, 
No. 81 [CCH Dec. 15,360], the court fol- 
lowed the precedent of its Kimbrell’s deci- 
sion; the installment sales in the South 
Texas case were reported on the installment 
basis for both income tax and excess pro- 
fits tax purposes. 


Disposition 
of Installment Obligations 


Section 44 (d) deals with the realization 
of gain or loss when installment obligations 
are sold, distributed, transmitted, otherwise 
disposed of, or satisfied at other than face 
value. These situations were not covered 
specifically when the installment provisions 
were originally enacted in the Revenue Act 
of 1926, with the result that on certain types 
of distributions and transmissions of install- 
ment obligations the taxpayer continued to 
be able to avoid returning the unrealized 
gross profit as income while the recipient 
obtained the benefit of a stepped-up basis. 

The Revenue Act of 1928 added Section 
44 (d) to the statute. In connection there- 
with the committee reports said: “. 
subsection (d) contains new provisions of 
law to prevent evasion of taxes in connec- 
tion with the transmission of installment 
obligations upon death, their distribution 
by way of liquidating or other dividends, 
or their disposition by way of gift, or in 
connection with similar transactions. The 
situations above specified ordinarily do not 
give rise to gain and yet at the same time 
it is urged that they permit the recipient to 
obtain a greatly increased basis in his hands 
for the property received, except in the case 
of gifts. . . . To prevent the evasion the 
subsection terminates the privilege of longer 
deferring the profit if the seller at any time 
transmits, distributes or disposes of the in- 
stallment obligations and compels the seller 
at that time to report the deferred profits. 

.. Whether or not the gain or loss real- 
ized under the section is recognized for tax 
purposes, depends upon general principles 
of law embodied in the income tax pro- 
visions, the exchange of installment obli- 
gations in connection with tax-free exchanges, 
for instance, being cared for by section 112.” 


Disposition by Sale 


Gain or loss naturally will arise when 
installment obligations are sold, and is 
measured by the difference between the 
amount realized and the unrecovered cost 
of the merchandise originally sold. A com- 
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mon situation occurs where the dealer in 
personal property sells the purchaser’s con- 
tract or notes to a finance company or dis- 
counts the purchaser’s obligations. The rule 
applied here is that the taxpayer’s privilege 
of reporting income on the installment basis 
depends upon the original sales transaction 
between the taxpayer and the purchaser, 
and that subsequent transactions by which 
the purchaser’s contract or obligations are 
sold, discounted or otherwise disposed of, 
are separate and independent and them- 
selves form the basis for a return of profit 
or loss. This result follows even where 
the taxpayer remains contingently liable as 
endorser or guarantor, or where the obli- 
gations are discounted or hypothecated for 
loans largely on the faith and credit of tax- 
payer’s principal stockholder. Nor does it 
make any difference that the finance com- 
pany holds back a “reserve” to protect itself 
against a default in taxpayer’s guarantee. 
If only a part of the purchaser’s obligations 
is sold, the taxpayer can continue to report 
on the installment basis with respect to the 
unsold portion. (Packard Cleveland Motor 
Company, 14 BTA 118 [CCH Dec. 4577]; 
E,. E. Chapman, 19 BTA 878 [CCH Dec. 
6028]; Lucius H. Elmer, 65 F. (2d) 568 
(CCA-2) [3 ustc 71114]; Duram Building 
Corporation, 66 F. (2d) 253 (CCA-2) [3 
ustc § 1139]; Alworth-Washburn Company, 
67 F. (2d) 694 (CA of DC) [3 ustc J 1167]; 
E. G. Robinson, 73 F. (2d) 769 (CCA-9) [4 
ustc J 1363]; Miller Saw-Trimmer Company, 
32 BTA 931 [CCH Dec. 9017]; Thomas Gog- 
gan & Brother, 45 BTA 218 [CCH Dec. 
12,093].) 


‘Disposition in Tax-Free 


Reorganizations 


Tax-free reorganization exchanges under 
Sections 112 (b) (4) and 112 (b) (5) of 
the Code and corresponding sections of 
prior revenue acts are not subject to the 
provisions of Section 44 (d). (See above 
quotation from the committee reports on 
the Revenue Act of 1928.) While the 
transferor is not subject to tax upon any 
part of the unrealized gross profit on the 
installment obligations transferred, the basis 
to the transferor of the stock or securities 
received in the exchange would likewise 
not include any part of such unrealized 
gross profit. (Charles F. Meagher, 20 BTA 
68 [CCH Dec. 6131].) The basis of the 
installment obligations in the transferee’s 
hands for the purpose of determining gain 
on subsequent collections is the same as it 
had been in the hands of the transferor, 
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i. e., the unrecovered cost of the goods sold, 
if the transferor reported income by the 
installment method. (Portland Oil Company, 
109 F. (2d) 479 (CCA-1) [40-1 ustc J 9234]; 
cert. denied.) 

Section 44 (d) was amended by the 
Revenue Act of 1938 to exempt from. its 
provisions the transfer of installment obli- 
gations in tax-free intercorporate liqui- 
dations under Section 112 (b) (6). The 
recipient corporation is required to take 
the distributing corporation’s basis for the 
installment obligations and to report the profit 
upon the obligations received in the same 
manner as the distributing corporation would 
have been required to report it if such liqui- 
dation had not occurred. This accords with 
the treatment of the tax-free exchanges under 
Sections 112 (b) (4) and 112 (b) (5) men- 
tioned above. 

I. T. 2521, CB IX-1, ruled that where a 
partnership making sales on the installment 
plan and reporting income on the accrual 
basis is taken over by a corporation which 
elects to report income on the installment 
basis, the corporation is not subject to the 
double tax rule with respect to collections 
from the installment receivables acquired 
from the partnership. 


Disposition in Corporate Liquidation 


If a dissolving corporation holds install- 
ment obligations the gross profit from 
which is being returned on the installment 
basis, the corporation realizes gain or loss 
upon distribution of the installment obli- 
gations to its stockholders as a liquidating 
dividend in kind. The gain or loss is 
measured by the difference between the fair 
market value at the time of distribution 
and the basis of the obligations. For a dealer 
in personal property, such basis would be 
the unrecovered cost of the goods sold. 
(McLeod v. U. S., S. Ct. of DC [36-2 ustc 
7 9465]; I. T. 3586, 1942-2 CB 65.) The fair 
market value is likewise the value to be 
assigned by the stockholders to such a 
liquidating dividend. Prior to the Revenue 
Act of 1928, the dissolving corporation was 
not liable for tax on the theretofore un- 
reported gross profit. (Virginia Beach Golf 
Course Annex Corporation, 23 BTA 1170 
{CCH Dec. 7105].) 


Disposition by Gift 


In the case of a gift of installment obli- 
gations by a donor who was reporting the 
income therefrom on the installment basis, 
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the donor realizes gain or loss on the obli- 
gations at the time of the gift, and the gain 
or loss is measured by the difference be- 
tween the fair market value at the date of 
the gift and the basis of the obligations. 
The fair market value under these circum- 
stances would become the donee’s basis. 
Prior to the Revenue Act of 1928, the 
donor was not liable for tax on the there- 
tofore unreported gross profit; but neither 
was such profit element included in the donee’s 
basis, which remained the unrecovered cost 
of the goods sold (if the gift was made 
after December 31, 1920). (H. D. Shelden 
et al., 25 BTA 5 [CCH Dec. 7352]; Wallace 
Huntington, 15 BTA 851 [CCH Dec. 4950].) 

I. T. 3293, CB 1939-1, ruled that where 
a taxpayer who operated an_ individual 
proprietorship selling personal property on 
the installment plan and reporting on the 
installment basis, transmitted one-half the 
installment obligations outstanding to his 
wife by gift and the other half thereof to 
a partnership then formed by him and his 
wife, gain or loss under Section 44 (d) re- 
sulted to him upon both such dispositions 
at that time. 


Transmission Upon Death 


When installment obligations are trans- 
mitted upon death, gain or loss under 
Section 44 (d)—measured by the difference 
between the fair market value and the basis 
of the obligations—is to be reported in the 
return of the decedent for the year’ of his 
death. The subsection does not apply, how- 
ever, if the executor, administrator, or any 
of the legatees files with the Commissioner 
a bond on Form 1132 conditioned upon the 
return as income, by any person receiving 
any payment on such obligations, of the 
same proportion of such payment as would 
be returnable as income by the decedent if 
he had lived and received such payment. 

Prior to the Revenue Act of 1928, the 
unrealized gross profit at date of the 
decedent’s death escaped income tax. The 
constitutionality of Section 44 (d)—origi- 
nally enacted as part of the 1928 Act—with 
respect to transmission of installment obli- 
gations upon death, was upheld in Minnie 
R. Nuckolls, Exrx. v. U. S., 76 F. (2d) 357 
(CCA-10) [35-1 ustc 9299]; Provident 
Trust Company, Exr. v. Helvering, 76 F. (2d) 
810 (CCA-3) [35-1 ustc { 9230], affirming 
29 BTA 374 [CCH Dec. 8294]; Crane v. 
Helvering, 76 F. (2d) 99 (CCA-2) [35-1 
ustc § 9204], affirming 30 BTA 29 [CCH 
Dec. 8459]; Est. of Erskine M. Ross v. Com- 
missioner, 78 F. (2d) 567 (CCA-9) [35-2 ustc 
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79498], affirming on this point 29 BTA 227 
[CCH Dec, 8268]; Moore v. U. S., 10 F. Supp. 
143 (Ct. Cls.) [35-1 ustc $9188] (cert. de- 
nied). As originally enacted, there was no 
provision for the continuation of the reporting 
of the deferred income on the installment basis 
after the decedent’s death. But since it was 
found that this imposed a hardship upon 
estates containing a substantial amount of 
installment obligations, the Revenue Act of 
1932 added to Section 44 (d) the exception 
outlined above which is conditioned upon 
timely filing of a proper bond and has con- 
tinued in the law without change. 

For estate tax purposes, installment obli- 
gations are to be included in the gross 
estate at their fair market value either at 
time of death or at the optional valuation 
date. Such valuation for estate tax pur- 
poses is separate and distinct from the ques- 
tion of whether all the unrealized gross 
profit at date of death will be reported in 
the decedent’s final income tax return or 
will continue to be reported on the install- 
ment basis by the executor or other parties 
conditioned upon furnishing the bond re- 
quired under Form 1132 (Camille R. Gump 
et al., 124 F. (2d) 540 (CCA-9) [42-1 ustc 
{ 10,125]; affrming 42 BTA 197 [CCH Dec. 
11,232]; cert, denied.) However, if the bond 
is not filed and the theretofore unreported 
installment profit is included in the decedent’s 
final income tax return, the corpus of the 


estate presumably will be diminished by the 
amount of the additional income tax owed 
by the decedent. 


In F. E. Waddell et al., Exrs. v. U. S., 102 
F. (2d) 503 (CCA-5) [39-1 ustc J 9381], 
affirming 37 BTA 565 [CCH Dec. 9985], it 
was held that where the decedent was a 
member of a partnership which owned in- 
stallment obligations being returned on the 
installment basis, his death resulted in a 
dissolution of the partnership and in a dis- 
position of the installment obligations by 
the partnership within the purview of Sec- 
tion 44(d). There was a resulting gain to 
the partnership of the previously unreported 
gross profit, the decedent’s distributive share 
of which was taxable to him. 


Excess Profits Tax 


This article does not attempt to discuss 
the special problems of the installment dealer 
under Section 736(a), which permitted quali- 
fied taxpayers to elect the accrual basis for 
excess profits tax purposes while continuing 
to use the installment basis for income tax 
purposes. The interrelationship of the two 
taxes results in complications when a differ- 
ent acounting method is followed for each. 
Cases involving Section 736(a) and the 
exhaustive regulations issued thereunder are 
only now commencing to appear in the re- 
ports of the Tax Court. [The End] 
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THE BIR TRAINING SCHOOL 


By 


LARSTON D. FARRAR 


HE LIBERTY LIMITED sped west- 

ward through the Pennsylvania hills. In 
the lounge car, the after-dinner crowd of 
lawyers and businessmen, in little groups, 
were telling of their experiences in Wash- 
ington. Some had been frustrated by bu- 
reaucratic red tape; others told of little 
victories over some of the alphabetical de- 
partments. In general, the conversation re- 
flected the average businessman’s exasperation 
and frustration with official Washington. 
But one well-seasoned lawyer was heard to 
remark, above the farrago of sounds, “The 
more often I have contact with the Bureau 
of Internal Revenue, the more admiration 


I have for it. Its employees know their 
business.” 


This, very generally, is the concensus 
among tax men. Their admiration for well- 
trained Bureau men stems from the effort 
with which they themselves have wrung 
their knowledge from the longest and most 
complicated law in the statute books—a 
statute which demands understanding of the 
upper plateaus of learning in accountancy, 
economics, finance and law. It is difficult 
for tax men to learn their business and, 
like good sportsmen, they are quick to ap- 
plaud great skill in an adversary. Bureau 
of Internal Revenue men must know their 
law, for that is their business. 


Every corporate taxpayer knows that 
good tax men, either in or out of the gov- 
ernment, don’t just happen. Bureau depart- 
ment heads know this, too. Because law 
schools treat taxation as an optional or 
postgraduate course, they have been slow 
to supply business with well-trained tax 
men. The policy-making heads in the Bu- 
reau, however, shortly before the first Ar- 
mistice Day, developed and inaugurated a 
training program which has sprouted from 
a modest potted plant into the largest and 
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most advanced school of its kind in the 
world. When taxpayers numbered in. the 
few millions and income tax collections 
amounted to the recognizable sum of $2,800 
million, Uncle Sam’s collection department 
was preparing its personnel to cope with 
all the problems of fifty million nescient 
taxpayers who pay over $40 billion annually. 
This school is called the Training Division 
of the Bureau of Internal Revenue. 


Public Relations 


Bureau employees must know their law, 
for there is a public-relations side to their 
work. Agents must be able to discuss the 
most intricate corporate capital structure 
with the best tax men the corporate tax- 
payer can retain, and collectors must be 
able to explain the law to the most unin- 
formed taxpayer. That the Bureau succeeds 
in its two-phase job to the extent that it 
merits the admiration of tax men generally, 
is due to careful screening of applicants and 
the training they are given when accepted 


Obviously, the employee must have a 
comprehensive understanding of the differ- 
ent internal revenue laws and be familiar 
generally with the many different phases of 
both laws and regulations and the relation- 
ship between the application of various tax 
principles. The training courses, both those 
taught by correspondence and those taught 
in classes, are prepared and correlated to 
give the student a well-defined course of 
study covering the basic principles of the 
law and regulations and their application to 
given factual situations, as well as the 
changes caused by new revenue acts and 
interpretations placed upon the law by ad- 
ministrative rulings, regulations, instructions 
and court decisions. For example, a deter- 
mination of taxable net income in what may 
appear to be a simple case, often becomes 
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Harris & Ewing 


A BIR class in session. Almost 4,000 newly appointed agents and 200 special deputy 
collectors were trained between April 1, 1945, and June 30, 1946 


a complex problem through an additional 
factor which, by itself, would be of no con- 
sequence. Under existing law, even the 
determination of adjusted gross income can 
produce complications, especially as between 
partners of a going concern. Whether the 
method of accounting used by a taxpayer 
clearly reflects net income, is always a 
factor meriting consideration by the inves- 
tigator. Unless he is well versed in ac- 
counting methods and principles, progress 
in solving the problem would indeed lead 
to complications between him and the tax- 
payer. 

The school was commenced in October, 
1918, as an organized and systematic pro- 


| gram to provide continuous and essential 
| instruction in tax laws, regulations and in- 


terpretations, and their application to tax 


| auditing. That program has been carried 


on continuously since the date of its in- 
ception and has been expanded to cover a 
wide variety of additional subjects in the 
field of internal revenue taxation. It is an 


The BIR Training School 


exclusive school, because its classes and 
texts are available only to employees of the 


-Bureau. 


Today the school has two classrooms in 
Washington, D. C., and is staffed with a 
headmaster, his assistant, twelve instructors 
and textwriters, and forty-two technical 
and correspondence clerks, Everything con- 
sidered, its importance to the administra- 
tion of internal revenue laws is much greater 
than its comparatively small budget. This 
school—which operates officially as the 
Training Division—is a part of the Bureau 
of Internal Revenue directly under the Com- 
missioner. But a school by any other name 
is still a school—if you don’t think so, ask 
the next internal revenue man you meet. 


Need for Training Division 


The necessity for the school’s existence 


is obvious. Since the ratification of the 
Sixteenth Amendment to the Constitution 
on February 25, 1913, providing for an 
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income tax levy, Congress has passed at 
least twenty-five different revenue acts af- 
fecting taxes generally and more than a 
hundred acts affecting specific phases of 
taxation. In addition to new legislation, 
there have been literally thousands of addi- 
tions through the interpretation of various 
sections of the different acts by regulations, 
administrative rulings and court decisions. 
During the course of a typical year, even 
when Congress does not change the tax 
law, many changes actyally take place be- 
cause of the constantly arising need for 
interpretation. Some of these changes occur 
because of rulings by the Commissioner; 
some, because of decisions by the United 
States Tax Court; some, because of deci- 
sions by the lower courts, the courts of 
appeal, the United States Court of Claims, 
or by the United States Supreme Court; 
and others, because of general Treasury 
regulations and instructions. 


For example, the Supreme Court, in the 
famous Clifford case, 309 U. S. 331 [40-1 
ustc { 9265], relating to family trusts and 
their administration and taxation, changed 
the entire concept with regard to prevailing 
and long-established customs and practices 
in that field. In the John H. Smith case, 65 


S. Ct. 891 [45-1 ustc 9253], the Supreme 
Court settled once and for all the taxation of 
stock options granted to employees. These de- 


cisions made necessary the amendment of the 
regulations. Further, the Fifth Circuit, in 
the famous F. H. E. Oil Company case, 102 
F. (2d) 596 [39-1 ustc 9431], relating 
to the deduction of drilling and develop- 
ment costs, created such concern over the 
principle involved that Congress passed a 
concurrent resolution (Act of July 21, 1945, 
79th Congress, First Session, House Con- 
gressional Resolutions 50) recognizing and 
approving certain existing provisions of the 
regulations. New developments in the field 
of taxation each year require a sustained 
training program to provide proper tax 
backgrounds for Bureau employees. 


Every new tax law since 1940 has added 
millions of taxpayers, millions of tax re- 
turns and a proportionate number of field 
investigations to be made. In 1913, tax 
returns were required of only 357,598 per- 
sons. At the peak of World War I, slightly 
over 5,000,000 persons were required to file 
returns under existing laws. By 1931, this 
number had fallen to 3,225,924. As late as 
1940, 14,665,462 persons were required to 
file returns. Thereafter, the number of per- 
sons required to file increased by leaps and 
bounds—in 1941, more than 25,000,000; in 
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1942, more than 36,500,000; in 1943, almost . 
44,000,000; in 1944, more than 46,000,000; 
and in 1945, almost 50,000,000. 


Growth of Investigative Force 


Since V-J Day, almost 10,000 men, most 
of whom are veterans, were added to the 
Bureau’s investigative forces. At least 4,000 
of these were internal revenue agents; ap- 
proximately 1,000 were special intelligence 
agents; the balance were deputy collectors. 
Because of the extraordinary and alarming 
turnover in the Bureau’s field forces today, 
these members are growing even more 
rapidly. 


Each new worker presented another chal- 
lenge to the Training Division—a challenge 
which had to be met promptly and effec- 
tively in order to maintain the astonishing 
schedule required of the Bureau. The re- 
sponsibility of the Training Division to pro- 
vide effective training for the new investigators 
has increased accordingly. 


Employment Standards 


Prospects for the immediate future point 
to an even livelier program for the Training 
Division because of the possibility that a 
substantial number of the 10,000 additional 
investigators employed during the war years 
may have to be replaced under reinstated 
Civil Service Commission regulations. To 
enable government agencies to meet the de- 
mands placed upon them during the war 
years, the hiring regulations of the Commis- 
sion were relaxed to permit personnel ap- 
pointments from any source, regardless of 
whether the appointee had passed a qualify- 
ing examination or whether his name was at 
the top of an existing register from which 
appointments normally would be made. With 
the end of hostilities came the restoration of 
peacetime hiring regulations. Therefore, 
those investigators (as well as other Civil 
Service employees) who have not passed the 
prescribed examinations and who wish to 
remain on Uncle Sam’s payroll must take 
the examinations given for their particular 
positions. Not only must the investigator 
pass the examination (which is scheduled 
for early summer, on an open or competi- 
tive basis), but to assure retention of his 
position must achieve an excellent rating— 
high enough for his name to appear at the 
top of the register from which appointments 
and replacements will be made. Failure in 
these tests means that some of the Bureau’s 
investigators will lose their present posts. 
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New men will have to be trained to replace 
them. 


The courses of study eonducted by the 
Training Division cover a fairly extensive 
variety of subjects, all inherent in internal 
revenue work, whether in the field or in the 
Washington office. The courses are entitled: 


Individual Income Tax Law 

Corporation Income and Excess Profits 
Tax Law 

Estate and Gift Tax Laws 

Evidence and Procedure 

Report Writing 

Fundamental Accounting 

Constructive Accounting 

Corporation Accounting 

Special Review Accounting 

Analytical Accounting 

Cost Accounting 

CPA Problems Accounting 

Consolidations Accounting 


In addition, the school has special courses 
for typists, stenographers, secretaries and 
correspondence clerks. 


Newly appointed agents, auditors, and in- 
come tax technical clerks are required to 
complete an intensive sixty-day course of 
classroom instruction covering laws on in- 
dividual income taxes, corporation income 
and excess profits taxes, and report writing, 
both as to technique and audit procedure. 
This course prepares them for productive 
work in the Bureau and efficient service to 
taxpayers. 


Instruction doesn’t stop here. The Bu- 
reau doesn’t want any sixty-day-wonder tax 
men in the front office. The tax collector 
has been a much-damned individual from 
the time he went around from store to store 
and from house to house accompanied by 
a squad of centurions in clattering armour 
and bronze-tipped spears. Uncle Sam sees 
to it that his collectors know their law and 
their public relations, and that they keep 
both at a high point of learning. 


New employees are required to complete 
correspondence courses in evidence and 
procedure and the first five of the account- 
ing courses. Those in the Washington area 
may enroll in the classroom accounting 
courses given after office hours instead of 
in the correspondence courses on the same 
subjects. Deputy collectors who also serve 
as field instructors must complete an equally 
intensive sixty-day course of classroom in- 
structions covering the three law courses, 
and in addition are expected to complete 
the same accounting courses required of the 
agents. Completion of the remaining courses, 
while desirable, is optional. 
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These are not snap courses, such as some 
college football stars take. Their thorough- 
ness and effectiveness is demonstrated by 
the fact that several colleges recognize the 
Training Division as an authoritative school 
and allow credit to Bureau employees who 
have successfully completed the basic course 
in the curriculum. 


Increased Enrollment 


The growth of the school has paced the 
growth of the Bureau. 


Between July 1, 1946, and January 1, 1947, 
26,397 were enrolled in the correspondence 
course. The number of students receiving 
classroom instruction has varied also. Dur- 
ing the fiscal year 1943, there were only ten 
classes of forty-five days each, with almost 
700 agents attending. During the next fiscal 
year, twelve classes had a total enrollment 
of almost 800 agents. But during the four- 
teen-month period from April 1, 1945, to 
June 30, 1946, the school trained almost 
4,000 newly appointed agents and 200 special 
deputy collectors, the latter having been 
selected to serve as special instructors for 
the more than 9,000 deputies in the field. 
This was the largest number of field in- 
vestigators or employees ever to receive 
training in such a brief period. It required 
establishing fifty separate classes in approxi- 
mately twenty different field offices. So 
great has been the demand for advanced in- 
struction from incoming personnel that it 
has been necessary to borrow specially 
trained and experienced revenue agents from 
the field offices to assist the school in its 
teaching program. 


During the same fourteen-month period, 
all newly appointed deputy collectors re- 
ceived their basic training in the tax laws 


under the special instructors. The length 
of their courses ranged from one to three 
weeks, depending upon the experience and 
training of the respective groups into which 
the new deputies were arranged. As changes 
in the law and regulations require, these 
special instructors prepare additional courses 
for their field deputies. Also, during the 
first part of each year, they conduct “re- 
fresher” classes for all the field deputies 
in an effort to keep them abreast of the 
several changes in the law, regulations, rul- 
ings and decisions which occurred during 
the previous year. This refresher course is 
intended basically to prepare them for the 
tremendous flow of work immediately prior 
to January 15 (declaration filing time) and 
March 15 (return filing time) of each year 
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and for office audits of returns for the 
various years involved. During the past 
fiscal year, these instructors conducted 
seventy-four of these classes, each for a 
period of from three to five days, attended 
by more than 9,000 deputies. 


Mr. Edward I. McLarney, Deputy Com- 
missioner of the Income Tax Unit, who 
has charge of the 8,000 agents in the field 
and Washington, stated that he hopes.the 
day will soon come when such courses will 
be made available to all revenue employees, 
but particularly to all field agents. High 
in his praise for the Training Division, Mr. 
McLarney stressed the importance of the 
part which that division plays in the highly 
productive program established for the 
agents. He also indicated a part which he 
and other Bureau officials can play in par- 
tially easing the task of the division— 
that is, to exercise greater caution in screen- 
ing applicants for the positions of deputy 
collectors, internal revenue agents, auditors 
and other Bureau employees. 


“We simply should not and will not take 
just what the Civil Service Commission 
sends to us,” he emphasizes. “We insist 
that we be allowed to screen applicants who 
have already met the Commission’s qualifi- 
cations and subject them to tests involving 
additional standards necessary by virtue of 
the public-relations job which they must 
perform as agents of the Bureau. This 
screening process includes a character in- 
vestigation that goes into every pertinent 
phase of the applicant’s life. It includes a 
personal interview, during which the appli- 
cant must submit himself to a rigid cross- 
examination concerning questionable factors 
raised by his application blank or by further 
investigation. Personality traits are par- 
ticularly important in the work of our agents, 
and many a man who might otherwise pass 
is turned down as a result of his personal 
interview.” 


Necessity for Study 


If you intend to raise your son to be a 


3ureau of Internal Revenue man, you 
should know that it is a job with a require- 
ment for unceasing study—study and more 
study. Many Bureau men say that this is 
what makes their job so interesting—more 
interesting than almost any other govern- 
ment job. The law is not static and neither 
is the Bureau employee. To cease studying 
would seriously impede and even jeopardize 
the effective investigation program and 
schedule established by the Bureau. The 
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complex nature of the income tax law and 
the changes in the law itself make this field 
one for constant study and self-improve- 
ment by the field investigators. Those who 
voluntarily take the additional correspondence 
courses naturally advance more quickly to 
the higher grades. There is always room 
at the top for those with proper qualifica- 
tions, and the completion of these courses 
is a first step in the right direction to qualify 
for promotions. Thus, all agents and deputy 
collectors are stimulated to keep abreast 
of ever-changing tax trends. The courses 
of study are continually revised to reflect 
amendments of the law and the latest de- 


velopments in the application of the law and 
regulations. 


Standard of Efficiency 


No department of the Bureau adheres 
more closely to a high standard of efficiency 
in order to obtain maximum production at 
minimum cost, than does the Training Divi- 
sion, That fact was made apparent by Mr. 
Arthur Eugene Dunsmore (see cover), head 
of the Division and, in effect, its “head- 
master.” He stated that “the special courses 
given by the Training Division through 
correspondence, personal instruction in the 
field classes, and the sixty-day classes of 
intensive instruction have not only pro- 
moted efficiency with regard to increased 
production in the huge amounts of delin- 
quent and additional taxes collected as a 
result of investigations by our former stu- 
dents, but these courses have been instru- 
mental in bringing about a_ uniform 
understanding of the various tax laws and 


' regulations on the part of field employees, 


thereby materially expediting the handling 
of the work in connection with the over-all 
administration of the internal revenue laws. 


“Another important factor that enters 
into the purpose and objective of the train- 
ing courses is in connection with the services 
rendered to taxpayers by deputy collectors 
and internal revenue agents in the prep- 
aration and filing of income tax returns. 
It is important that these field investigators 
have a complete and correct understanding 
of the income tax laws, regulations and 
Bureau instructions and interpretations, in 
order that they may properly assist tax- 
payers in filing accurate returns. The filing 
of returns which accurately record the tax- 
payer’s financial situation greatly facilitates 
the audit of the returns and consequently 
saves both the government and the tax- 
payers that time and expense. 
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“In view of the changes that are con- 
stantly being made in the laws and regula- 
tions, it would be er for a large 


number of employees, like those employed: 


in more than 1,800-odd offices or posts of 
duty in the Internal Revenue Service 
throughout the United States, to be correctly 


of taxes or the Bureau of Internal Revenue. 
Mr. Dunsmore, who directs the Training 
Division from his spacious office at Room 
5577, Bureau of Internal Revenue Building, 
in Washington, has been at his present post 
since January, 1931. Before that, he was 
an instructor in the Division and had held 


and currently informed thereof without a 
course or program of instruction emanating 
from one centralized source, such as our 
Training Division.” 


a number of progressively higher posts in 
the Bureau since he left the legal profession 
for tax work with Uncle Sam in 1919, 


As head of the Training Division, Mr. 
Dunsmore is responsible for and directs 
the planning, organization and promotion of 
the entire training program of the Bureau 
of Internal Revenue, both in Washington 
and in the field. He and his co-workers are 


Duties of Head 


This man who heads the Training Division 
is no Johnny-come-lately either to the field 


Harris & Ewing 


Shown here with Mr. Dunsmore are the six instructors who serve under him (reading 
clockwise): James N. Gardner entered the Bureau in 1922. Since 1943 he has been in 
the Training Division as an instructor in estate and gift taxes and miscellaneous, excise 
and employment taxes. Ferris E. Long became an accounting instructor in the Training 
Division shortly after he entered the Bureau in 1920. For the last fourteen years he has 
specialized in estate and gift taxes and miscellaneous, excise and employment taxes. 
George Bancroft Clark began his employment at the Bureau in 1917 as an auditor. In 1930 
he became a textwriter for the Training Division, where he now teaches income tax law. 
Arthur Eugene Dunsmore. Ross V. Thompson, a Bureau employee since 1933, was 
appointed to the Training division in 1944. His special subjects are the income tax laws, 
excess profits tax law, and report writing. John W. S. Littleton was first appointed to the 
3ureau in 1942, and transferred to the Training Division in 1944 as instructor in the 
income tax laws, excess profits tax law, and report writing. John F. O’Neill has worked 
in the Bureau since 1920, and in the Training Division since 1922. Formerly an instructor 
in income tax law, he now specializes in the miscellaneous taxes. 


Two members of Mr. Dunsmore’s staff who are not shown here, but who perform important 
services, are May Gross and Earl Clifford Sharits. Mrs. Gross, who entered the Bureau 
as a stenographer and has been secretary to Commissioners Burnet and Helvering, has 


been assistant to the head of the Training Division since 1935. Mr, Sharits entered the 
}ureau in 1934 and transferred to the Training Division in 1935. He now plays the dual 
role of accounting instructor and textwriter. 
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responsible for the training activities of the 
Bureau everywhere in the United States 
and for the preparation of all textual ma- 
terial, including quizzes and solutions, used 
both in the correspondence courses and in 
the classes. He supervises the adminis- 
tration of the planning, policy and contents 
of all instructions and correspondence 
courses, and coordinates the training pro- 
grams with existing policies of the Bureau. 
He confers with officers in the administra- 
tive and legal branches with regard to 
special training classes, questions of law, 
controversial issues and new legislation. 


How he has been able to retain his 
friendly smile in the face of the program 
forced upon him, is as much of a puzzler 
to many observers as many of his quiz- 
questions are to new students. A native of 
Grainger County, Tennessee, deep in the 
mountainous regions above Knoxville, he 
was born on April 13, 1882. He attended 
grade school at Joppa, Tennessee, and also 
went to Madison Academy before he en- 
tered Carson-Newman College, where he 
was a classmate of Dr. C. Oscar Johnson, 
the nationally known Baptist divine, and 
many other East Tennesseans who have 
won fame outside the mountains. He grad- 
uated from the University of Chattanooga 
in 1911 with a Bachelor of Laws degree, 
having helped to pay his way through school 
by teaching. He was principal of a high 
school in Grainger County before he began 
practicing law in Knoxville, at which task 


he stayed for six years before entering the 
Bureau as auditor in 1919. In 1921, he be- 
came an instructor in income tax law in the 
Training Division. For several years, be- 
ginning with 1923, he took charge of the 
training program in the Accounts and Col- 
lections Unit of the Bureau for deputy col- 
lectors in the sixty-four collection districts. In 
1926, he was made chief of Field Procedure in 
the Accounts and Collections Unit, a post he 
held at the time he was promoted to head 
of the Training Division in 1931. 


The Training Division has six regular 
staff instructors and six regular textwriters 
who prepare all textual material, problems 
and solutions used in the Bureau’s training 
program. The instructors, men of wide ex- 
perience in tax work, also teach classes in 
addition to preparing the material for class 
instruction. 


This school and its’ faculty make the 
Bureau employee the best-trained federal 
employee in Washington and in your home- 
town. He is ever on the alert for the 
shirker, the evader and the crook, and he 
is sympathetic to the honest mistake. He 
collects more revenue than the employee 
of any other government in the world— 
about $40 billion annually to run your gov- 
ernment. He knows the most complicated 
law in the country and, however Congress 
may change it, he starts immediately to 
learn and apply the amendments. He has 
fifty million critics and 160 million bosses. 

[The End] 


i 


FEDERAL TAXATION CONFERENCE 


The Second Annual Conference on Federal Taxation, sponsored by the 
University of Miami in cooperation with the Institute on Federal Taxation of 
New York University, will be held April 1, 2, 3 and 4, 1947, at the Roney Plaza 
Hotel, Miami Beach, Florida. The lecturers for the conference will be George E. 
Cleary, Norris Darrell, J. K. Lasser, Merle H. Miller, Leslie Mills, Charles A. 
Morehead, Mark E. Richardson, Harry J. Rudick, Beardsley Ruml, Stanley S. 
Surrey, Thomas N. Tarleau and Gerald L. Wallace. Dr. Charles Doren Tharp, 
Dean of Administration, University of Miami, Coral Gables 34, Florida, is in 


charge of registration. 
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Check List for Lessors and Lessees 


FOOTNOTES 


*This is a check list drawn by Mr. Lasser for his own office use. He explains its value in 
this way: “The decisions have produced a great many weird accounting rules for the land- 
lord and tenant. In a number of situations the treatment accorded to one is clearly incon- 
sistent with that given to the other. Also, under some circumstances, both suffer gross 
inequities. Yet, in most cases, one or the other may, by proper application of the rules, 
achieve substantial tax advantages. These may result in the deferment of income or costs 
to another year, or their advancement to the current year, depending upon which position 


is more advantageous.” 


1 Chateau Frontenac v. Commissioner, 147 F. 
(2d) 856 (CCA-6, 1945) [45-1 ustc {| 9216]; Hirsch 
Improvement ‘Company v. Commissioner, 143 F. 
(2d) 912 (CCA-2, 1944) [44-1 ustc {] 9334], cert. 
den. 323 U. S. 750; Astor Holding Company 
v. Commissioner, 135 F. (2d) 47 (CCA-5, 1943) 
[43-1 ustc ] 9408]; Commissioner v. Lyon, 97 F. 
(2d) 70 (CCA-9, 1938) [38-2 ustc {| 9356]; Ren- 
wick v. U. 8., 87 F. (2d) 123 (CCA-7, 1936) [37-1 
ustc {| 9010]; Crile v. Commissioner, 55 F. (2d) 
804 (CCA-6, 1932) [1932 CCH { 9068], cert. den. 
287 U. S. 600; Neils Schultz, 44 BTA 146 (1941) 
[CCH Dec. 11,754]. The theory is that the re- 
ceipts constitute rent received under a claim of 
right and without present restriction on the use 
and enjoyment of the money. 


1a Southwestern Hotel Company v. U. 8., 115 
F. (2d) 686 (CCA-5, 1940) [40-2 ustc { 9783], 
cert. den. 312 U. S. 703; Main & McKinney Build- 
ing Company v. Commissioner, 113 F. (2d) 81 
(CCA-5, 1940) [40-2 ustc { 9558], cert. den, 311 
U. S. 688; Baton Coal Company v. Commis- 
sioner, 51 F. (2d) 469 (CCA-3, 1931) [2 vustc 
1 788], cert. den. 284 U. S. 674. 


2 Clinton Hotel Realty Corporation v. Commis- 
sioner, 128 F. (2d) 968 (CCA-5, 1942) [42-2 ustc 
79559]; George H#. Barker Est., 13 BTA 562 
(1928) [CCH Dec. 4371]. In New York and 
other states these deposits are made trust funds 
by statute. The landlord may not apply these 
sums as rent until the tenant has defaulted in 
his performance, or until he is given that right 
under the terms of the lease. In other states the 
same result may be obtained by special agree- 
ment between the parties. 


28 I.R.C. Section 23(a); Regulations 111, Sec- 
tion 29.23(a)-1. While the landlord is holding 
the sum as a security, it is not a payment of 
rent. 


® Regulations 111, Sections 29.22(a)-19 and 
29.23(a)-10; U. S. v. Joliet & Chicago Railroad 
Company, 315 U. S. 44 (1942) [42-1 ustc {| 9222]; 
Terre Haute Electric Company v. Commissioner, 
96 F. (2d) 383 (CCA-7, 1938) [38-1 ustc {] 9228]; 
Pacific & Atlantic Telegraph Company v. Com- 
missioner, 83 F. (2d) 469 (CCA-2, 1936) [36-1 
ustc {| 9285]. These payments, if made ‘‘in lieu 
of other rental’ or as ‘‘additional rent,’’ are 
included as rent income whether paid to the 
landlord or directly to the tax collector, stock- 
holders, bondholders or other persons in behalf 
of the landlord. The landlord, in turn, gets a 
deduction for taxes, interest, insurance and 
other expenses paid. 


3a Regulations 111, Sections 29.22(a)-19 and 
29.23(a)-10. These payments are deducted as 
rent if made ‘‘to or for a landlord” as ‘‘addi- 
tional rent’’ or ‘‘in lieu of other rental.”’ 


4 Alaska Realty Company v. Commissioner, 141 
F. (2d) 675 (CCA-6, 1944) [44-1 ustc { 9256]; 
Gulf, Mobile & Northern Railroad Company v. 
Commissioner, 83 F. (2d) 788 (CCA-5, 1936) [36-1 
ustc {| 9282], cert. den. 299 U. S,. 574; Richmond 
Belt Railway Company, 13 BTA 1291 (1928) 


[CCH Dec. 4524]; Triangle Realty Company, 12 
BTA 867 (1928) [CCH Dec. 4156]. The deprecia- 
tion is not taken over the term of the lease, 
even though the lease is for a shorter period 
than the life of the property. Terminal Realty 
— 32 BTA 623 (1935) [CCH Dec. 
8964]. 


4a Regulations 111, Sections 29.23(1)-2 and 
29.23(1)-4. Cf. Michigan Central Railroad Com- 
pany, 28 BTA 437 (1933) [CCH Dec. 8120]. 


5Terre Haute Electric Company, supra; 
Georgia Railway & Electric Company v. Com- 
missioner, 77 F,. (2d) 897 (CCA-5, 1935) [35-2 
ustc J 9417], cert. den. 296 U. S. 601; Mississippi 
River & Bonne Terre Railway, 39 BTA 995 
(1939) [CCH Dec. 10,709]; Cincinnati Gas ¢& 
Electric Company, 36 BTA 1122 (1937) [CCH 
Dec. 9825]. 


5a Weiss v. Wiener, 279 U. S. 333 (1929) [1 
ustc { 393]; Tunnel Railroad of St. Louis v. 
Commissioner, 61 F. (2d) 166 (CCA-8, 1932) [3 
ustc {J 986], cert. den. 28g U. S. 604; Belt Rail- 
way Company of Chicago v. Commissioner, 36 
F. (2d) 541 (CA of DC, 1930) [1930 CCH { 9037], 
cert. den. 281 U. S. 742. Cf. Atlantic Coast Line 
Railroad Company, 81 F. (2d) 309 (CCA-4, 1936) 
[36-1 ustc { 9067], cert. den. 298 U. S. 656. In 
that case both lessor and lessee were before the 
court. The court held that neither was entitled 
to depreciation allowance. 


6 Reisinger v. Commissioner, 144 F. (2d) 475 
(CCA-2, 1944) [44-2 ustc { 9445]; Regulations 
111, Section 29.23(a)-10. 


6a TIT, R. C. Section 22(b)(11); Regulations 111, 
Section 22(b)(11)-1. 


% Duffy v. Central Railroad Company of New 
Jersey, 268 U. S. 55 (1925) [1 ustc 127]; Lewis 
Company v. U. 8., 14 F. Supp. 471 (DC, 1936) 
[36-1 ustc ] 9219]; F. & R. Lazarus & Company, 
32 BTA 633 (1935) [CCH Dec. 8967]. 


se Tf the lease contains an option to renew, 
only the original term is generally considered. 
Millinery Center Building Corporation v. Com- 
missioner, 73 F. (2d) 1007 (CCA-2, 1935) Mid- 
town Tower, Inc., 40 BTA 116 (1939) [CCH 
Dec. 10,756]; 353 Lexington Avenue Corporation, 
27 BTA 762 (1933) [CCH Dec. 7930]. But if the 
lease is actually renewed or ‘“‘the facts show 
with reasonable certainty that the lease will be 
renewed,’’ the renewal period is considered to- 
gether with the original term in determining 
the full life of the lease. Regulations 111, Sec- 
tion 29.23(a)-10; Harris-Emery Company, 37 
BTA 958 (1938) [CCH Dec. 10,044]; Werner & 
Werner Clothing & Furnishing Goods Company, 
9 BTA 69 (1927) [CCH Dec. 3068]. The tenant’s 
expenditures for substantial improvements dur- 
ing the original term may establish his intention 
to renew with ‘‘reasonable certainty.”’ 


7 See authorities, note 3, supra. 
7a See authorities, note 3a, supra. 
8 See authorities, note 6, supra. 
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sa Gulf Coast Machine & Supply Company, 1 
BTA 757 (1925) [CCH Dec. 279]. 

°Frank & Seder Company v. Commissioner, 
44 F, (2d) 147 (CCA-3, 1929) [2 ustc { 582]; 
William J. Ostheimer, 1 BTA 18 (1924) [CCH 
Dec. 13]; O. D. 516, 2 CB 112. 

10 Revere Land Company, 7 TC —, No. 124 
(1946) [CCH Dec. 15,438]. The lessee agreed to 
keep the building in good repair and operating 
condition. See also cases in note 4, supra. 

1a See cases in note 6b, supra. Cf. Revere 
Land Company, supra. 

1 Regulations 111, Sections 29.23(1)-1, 4 and 
5. If the improvements add to the value of the 
property or extend its life, then the costs are 
depreciated over the life of the property. See 
cases in note 4, supra. 


2 Cf. Blanche B. Burley, Exrax., 26 BTA 615 
(1932) [CCH Dec. 7660]. Though the issue was 
not before the court in that case, the Commis- 
sioner had allowed a landlord the deduction of 
unamortized cost of broker’s commissions, paid 
to obtain the tenant, in the year of cancellation. 


3 Spinks Realty Company v. Burnett, 62 F. 
(2d) 860 (CA of DC, 1932) [1932 CCH { 9560], 
cert. den. 290 U. S. 636; Young v. Commissioner, 
59 F. (2d) 691 (CCA-9, 1932) [3 ustc {| 967], cert. 
den. 287 U. S. 652; Anahma Realty Corporation 
v. Commissioner, 42 F. (2d) 128 (CCA-2, 1930) 
(2 ustc J 528], cert. den. 282 U. S. 854. 

4’ Renwick, supra; Tonningsen v. Commis- 
sioner, 61 F. (2d) 199 (CCA-9, 1932) [1932 CCH 
19479]; Young, supra; Central Bank Block As- 
sociation v. Commissioner, 57 F. (2d) 5 (CCA-5, 
1932) [1932 CCH { 9191]; Roby Realty Company, 
19 BTA 696 (1930) [CCH Dec. 5809], appeal dis- 
missed 62 F. (2d) 1079 (CCA-8, 1933). These 
and similar expenses are spread over the life of 
the lease whether the landlord is on the cash or 
accrual basis. 


1% See note 12, supra. 


%T, D. 2090, December 14, 1914; I. R. C. Sec- 
tion 23(a)(1)(A); Regulations 111, Section 
29.23(a)-1. 


uD. N. & EH. Walter &d Company, Inc., 4 BTA 
142 (1926) [CCH Dec. 1454]. These and similar 
expenses are spread over the life of the lease 


whether the lessee is on the cash or accrual 
basis. 


18 Shirley Hill Coal Company, 6 BTA 935 (1927) 
(CCH Dec. 2374]. 

18a Farrelly-Walsh, Inc., 13 BTA 923 (1928) 
(CCH Dec. 4444]; I.R.C. Section 22(a); Regula- 
tions 111, Section 29.22(a)-1. 

1 Business Real Hstate Trust of Boston, 25 
BTA 191 (1932) [CCH Dec. 7383]. 


1% See authorities, note 18a, supra. 
* Harriet B. Borland, 27 BTA 538 (1933) 


(CCH Dec. 7894]; Henry B. Miller, 10 BTA 383 
(1928) [CCH Dec. 3464]. 


20a See authorities, note 18a, supra. 


"1 Hort v. Commissioner, 313 U. S. 28 (1941) 
[41-1 ustc ] 9354]; May C. Holmes, BTA memo. 
op. (1941) [CCH Dec. 11,884-A]; I.R.C. Section 
22(a); Regulations 111, Section 29.22(a)-1. 
Against this income, the landlord may not offset 
the value of the cancelled lease. Hort, supra. 
But he may deduct that year the unamortized 
cost of expenditures to obtain the tenant origi- 
nally and the attorney’s fees and other expenses 
incurred for the cancellation. G. é C. Frost 
Company, 44 BTA 94 (1941) [CCH Dec. 11,760]; 
Mary E. Evans, 42 BTA 246 (1940) [CCH Dec. 
11,238]; Blanche B. Burley, Exre., supra; see 
note 12, supra. 


21a Cassatt v. Commissioner, 137 F. (2d) 745 
(CCA-3, 1943) [43-2 ustc 9579]; Denholm & 
McKay Company, 2 BTA 444 (1925) [CCH Dec. 
690]; O. D. 974, 5 CB 129. 


22 Jennings & Company, Inc. v. Commissioner, 
59 F. (2d) 32 (CCA-9, 1932) [1932 CCH { 9310]; 
Spencer Thorpe, 42 BTA 654 (1940) [CCH Dec. 
11,296], appeal dismissed 121 F. (2d) 458 (CCA-9, 
1941). See also note 21, supra, as to offsets and 
deductions from this taxed income. The rules 
are the same. 


22a Pig & Whistle Company, 9 BTA 668 (1927) 
[CCH Dec. 3198]. Any unamortized cost of the 
original lease is similarly recovered over the 
term of the new lease. 


23If payment for the leasehold is received as 
a bonus or as additional rent, it is ordinary 
income. William Penn Hotel Company, 23 BTA 
566 (1931) [CCH Dec. 7010]; Douglas Properties, 
Inec., 21 BTA 347 (1930) [CCH Dec. 6484]; A. P. 
Schiro, Inc., 20 BTA 1026 (1930) [CCH Dec. 
6362]; O’Day Investment Company, 13 BTA 1230 
(1928) [CCH Dec. 4505]. If the payment re- 
ceived is the sale price for the leasehold, then 
it is ordinary or capital gain or loss, depending 
upon whether it is a capital asset as defined in 
I.R.C. Section 117(a). If the leasehold is used 
in trade or business and it is real property, 
e. g., gas or oil leases, or if it is subject to 
depreciation, then it is not a capital asset. 
Fackler v. Commissioner, 133 F. (2d) 509 (CCA-6, 
1943) [43-1 ustc 9270]; I. T. 3693, 1944 CB 272. 
But if it was held for more than six months, it 
may gain the benefit of capital gain rates under 
I.R.C. Section 117(j). A sale by a dealer in 
leaseholds results in ordinary gain or loss. 
Greene v. Commissioner, 141 F. (2d) 645 (CCA-S, 
1944) [44-1 ustc { 9246], cert. den. 323 U. S. 717; 
I, T. 3693, supra. 


23a Regulations 111, Section 29.23(a)-10. This 
annual deduction is allowed even though the 
lessee has an option to purchase the leased 
property. If the option is later exercised, the 
unamortized cost of the leasehold at the time of 
the purchase is added to the cost of the property 
purchased. Henry Boos, 30 BTA 882 (1934) 
(CCH Dec. 8593]. 


—_— $a 
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ben MATTER of bonus payments or 
additional compensation frequently has 
been the subject of litigation, but judicial 
decisions have never arrived at definite cri- 
teria concerning the divers issues involved. 
Why? The answer to this question is that 
each case must rest and be determined upon 
its own peculiar facts and circumstances. 
The trier of the facts ultimately decides the 
credence and weight to be given to the testi- 
mony adduced. 


As to the essential elements constituting 
legality and amount of bonuses—they are 
the crux of the problem: When those facts 
have been determined definitely, the trial 
court is then in a position to resolve the 
issues in favor of the plaintiff or the defend- 
ant. One problem is to know when a bonus 
situation is involved. Alleged bonus pay- 
ments may be merely additional compensa- 
tion when ascertained from the terms and 
conditions of a pre-existing contract, not 
illegal payments for past services rendered. 
Then, too, the court is not bound to accept 
opinions of expert witnesses as conclusive. 
In Wineburgh v. Seeman Brothers} the court 
directed attention to the fact that “expert 
opinions are controlling only insofar as 
found to be reasonable, and their weight is 
for the trier of the facts to determine. No 
rule of law compels the judge to give a con- 
trolling influence to opinions of experts or 
to surrender his own judgment.” In that 
case, on the issue as to whether the additional 
compensation paid to certain directors of the 
defendant company constituted valid pay- 
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Bonus Complications and Calculations 


ments, the court found as a fact that the 
bonus payments were additional compensa- 
tion in conformity with a pre-existing prac- 
tice and understanding, not payments for 
past services rendered requiring the return 
of such payments. 


The Tax Court, in a case involving basic 
salaries plus bonuses paid pursuant to a 
mathematical formula, concluded and found 
as a fact that the formula adopted in the 
particular case was at arm’s length and was 
reasonable and practical, and that the allow- 
ance for salaries or other compensation was 
for services actually rendered.? Accord- 
ingly, the taxpayer’s deduction of the amount 
of the basic salaries plus the total bonuses 
paid under that formula, was allowed. 


Another serious complication respecting 
bonuses is the difficulty of knowing when a 
plaintiff has a meritorious cause of action, 
which incidentally requires the proper plead- 
ing of facts to sustain his position. 


Misappropriation 
of Corporate Funds 


In one case* a derivative action was in- 
stituted alleging misappropriation of cor- 
porate funds through gratuities and excessive 
compensation paid to officers, and contend- 
ing, in addition, that certain provisions of 
a particular employees’ retirement plan 
were illegal. 





2 Draper & Company, 5 TC 822 [CCH Dec. 
14,770]. 
3 Meyers v. Cowdin, 47 N. Y. S. (2d) 471. 
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In the course of its opinion, the court 
stated: 


“The calculation of the incentive com- 
pensation funds by computing income taxes 
after the deduction of the amount of the fund 
to be distributed as incentive compensation, 
was proper, and in accordance with the pro- 
visions of the resolution adopted. 


“The plan adopted provides for a calcula- 
tion of the funds to be distributed on the 
basis of ‘net earnings, after taxes, and be- 
fore deducting the amount of such fund.’ 
Plaintiff seeks to charge the defendants with 
liability because, in computing the fund, they 
failed to deduct taxes, as they would have 
been computed and paid, if the fund had 
not been distributed. Such does not appear 
to be the meaning of the plan adopted. The 
word taxes, as used, should not be construed 
as meaning a fictitious figure, but obviously 
means the taxes paid or to be paid on in- 
come, after deducting proper expenses of 
operation. The payments made as incen- 
tive compensation were proper items of 
expense, to be considered in computing net 
income of the corporation for tax purposes. 
The words ‘before deducting the amount of 
such fund,’ serve to define net income after 
taxes, and to clarify the intent of the framers 
of the plan that the net earnings, which were 
to serve as the basis of computation of in- 
centive compensation, were to be the earn- 
ings, before the fund should be deducted. 
Had this phraseology not been used, it might 
well have been claimed that, since the in- 
centive compensation was an expense of 
operation, the fund should be deducted from 
net earnings, before computation of the 
ten per cent to be distributed. The deter- 
mination of directors and the auditors, in 
this respect, was entirely reasonable and 
proper.” 

The court continued: 


“No excessive compensation of officers 
has been established, nor has there been 
improper or illegal ‘gifts’ to the president 
of the corporation. : 


“The granting of past services benefits un- 
der the Co-operative Retirement Plan was 
not illegal. 


“Plaintiff's complaint is dismissed against 
all defendants, with costs.” 


Approval of Government Agencies 


In another case‘ an employee’s action for 
increased compensation was dismissed, based 
on an interposed defense to the effect that 


‘ Traitell v. Livingston, 59 N. Y. S. (2d) 158. 
Bonus Complications and Calculations 


the agreement was entered into without the 
required prior approval of a governmental 
agency. The brief decision of the appellate 
court is quoted in full: 


“In an action to recover commissions over 
and above salary actually paid and received, 
an affirmative defense alleges that the sum 
sued for represents an increase in earnings 
the payment of which without approval of 
federal agencies is violative of the provisions 
of the Emergency Control Act of 1942, as 
amended, 50 U. S. C. A. Appendix Sec. 901 
et seq., and as supplemented by Executive 
Orders and Departmental Regulations. Or- 
der granting defendant’s motion for sum- 
mary judgment, and the judgment entered 
thereon, unanimously affirmed, with $10 costs 
and disbursements. No opinion.” 


In an action’ for damages for breach of 
contract based upon claimed salary and com- 
missions under terms of a written contract 
where the defense was failure to obtain the 
prior approval of the Salary Stabilization 
Unit pursuant to the Inflation Control Act 
of 1942, thus rendering the contract allegedly 
illegal and unenforcible, the court, on mo- 
tion, attacking the complaint for insufficiency, 
stated: 


“The rest of the income sought to be re- 
covered by way of damages is just as cer- 
tainly violative of the provisions of the Ex- 
ecutive Order. Surely it is the public policy 
of this nation to control and suppress infla- 
tion. Such control in a case like this is 
lodged in the Salary Stabilization Unit of 
the Treasury Department. Their approval 
is necessary or else any salary or income 
fixing is of no force and effect and may not 
be enforced in the courts of this state. A 
striking example of declaring a contract un- 
enforcible because there was a violation of 
statute which was the expression of the 
state’s public policy is Carmine v. Murphy 
(285 N. Y. 412). 

“This court has held that defenses alleg- 
ing failure to obtain approval of the Na- 
tional War Labor Board to wage increases 
are good defenses as a matter of pleading. 
. . . The contract of the plaintiff must be 
interpreted in accordance with the effective 
law as of the date it was made. This 


contract, insofar as it violates the law, is 
unenforcible.” 


Suppose an employee under New York 
state law has entered into a written con- 
tract, by the terms of which his salary and, 
in addition, all federal taxes, withholding 


5 Lovell v. Robert Jacob, Inc., S. Ct., N. Y. 
County, Spl. Term, Part I, New York Law 
Journal, April 19, 1946. 
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surance tax and all of the employee’s New 
York state taxes, were to be paid by his 
employer. In what category would the items 
beyond the salary be placed? No matter 
what the excess may be designated, the at- 
tempt would be futile simply because the 
terms, other than the salary provision, vio- 
late Section 385 of the New York State Tax 
Law, and render the contract null and 
unenforcible.® 


That section reads: 
“Contract to assume income tax illegal. 


“It shall be unlawful for any person to 
agree or contract directly or indirectly to 
pay or assume or bear the burden of any tax 
payable by any taxpayer under the provi- 
sions of this article. Any such contract or 
agreement shall be null and void and shall 


not be enforced or given effect by any 
court.” 


The court, in its decision, cited Sturm v. 
Truby, 245 App. Div. 357, 282 N. Y. Supp. 
433, and Saratoga County Bank v. King, 44 
N. Y. 87. 


Where a taxpayer resorted to payment of 
bonuses with strings attached, the Tax Court 
held such purported payment to be without 
substance, stating: * 


“It is clear from the resolution of the 
directors authorizing the bonuses 
for that year and requiring that the 

same amounts be loaned back to the corpo- 
ration, that the payment of the amounts was 
an empty gesture. The checks were issued 
and redeposited to petitioner’s account. The 


amounts were never received by the stock- 
holders. 


“In Harrington Co., 6 T. C. 720 [CCH 
Dec. 15,078], we concluded that the compen- 
sation voted to corporate officers contingent 
upon contribution of the same amounts to 
corporate surplus was not an expense in- 
curred in the taxable year, since the amounts 
were not at any time available to the officers 
and therefore were not constructively re- 
ceived by them. 


xg In this case the stockholders had 
no intention of receiving the proceeds of the 
bonus checks as salary payments in the re- 
spective taxable years, and, therefore, the 
issuance of the checks were not in fact a 
payment of a business expense in those years. 
The respondent did not err in disallowing 
a deduction of the bonus payments.” 





6 Raimondo et ano. v. Lembo (3 motions), 
S. Ct., Kings County, Spl. Term, Part I, New 
York Law Journal, June 28, 1946. 

™ Maggio Brothers Company, 6 TC 999 [CCH 
Dec. 15,138]. 


tax, Social Security tax, unemployment in- 


Erroneous Receipt of Bonuses 


What are the consequences of a taxpay- 
er’s claim for refund of income tax’ pay- 
ments based upon erroneous receipt of 
bonuses? * 


Under a contract of employment provid- 
ing for a fixed salary plus a bonus in the 
form of a percentage of the excess above 
the specified profits of the corporation, the 
plaintiff, during 1934, 1935 and 1936, was 
paid such sums as were determined by the 
employer’s accountants. Subsequently, in- 
vestigation disclosed that the supervising ac- 
countant had made his audits improperly 
and that the bonus amounts at issue were 
entirely wrong, false and unwarranted, 
Upon discovery of the situation in 1938, the 
plaintiff in that year and in 1939 returned 
the amount of overpayments to the em- 
ployer. But the plaintiff previously had paid 
his income taxes on the assumption that 
what he had received was bona fide income. 
In 1938 he filed claims for refund for the 
years 1934, 1935 and 1936, and subsequently 
instituted suit. 


Although the plaintiff’s overpayment for 
1934 was barred for failure to commence suit 
within two years after his claims had been 
rejected, the court held that as to the other 
years for which the claims for refund had 
been timely filed, the plaintiff’s overpay- 
ments were due to a mistake of fact. Ac- 
cordingly, he was entitled to recover 
$7,290.49 with interest. 


As an elementary proposition, Regula- 
tions 111, Section 29.23 (a)-8, states the 
following: 


“Bonus to employees.—Bonuses to em- 
ployees will constitute allowable deductions 
from gross income when such payments are 
made in good faith and as additional com- 
pensation for the services actually rendered 
by the employees, provided such payments, 
when added to stipulated salaries, do not 
exceed a reasonable compensation for the 
services rendered. It is immaterial whether 
such bonuses are paid in cash or in kind or 
partly in cash and partly in kind. Dona- 
tions made to employees and others, which 
do not have in them the element of com- 
pensation or are in excess of reasonable 
compensation for services, are not deductible 
from gross income.” 


Contingent compensation’ as a_percen- 
tage of profits or sales is deductible if it 





® Harold D. Greenwald v. U. S., 57 F. Supp. 
569 [44-2 ustc J 9501]; 32 AFTR 1580. 

® Streine Tool & Manufacturing Company, 4 
TCM 684, June 28, 1945 [CCH Dec, 14,650(M)]. 
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represents a price paid for services rendered 
pursuant to a free bargain between the em- 
ployer and the individual made before the 
services are rendered. (Regulations 111, 
Section 29.23 (a)-9.) 


Other Causes of Action 


In a controversy concerning a bonus plan 
providing incentive or supplemental com- 
pensation for directors and employees, 
adopted by the stockholders through mis- 
representation on the part of the directors, 
the court stated: ” 


“Tt is my belief that the first cause of 
action contains the necessary requisites to 
successfully withstand the present assault 
upon it, and the motion to dismiss it as fail- 
ing to state facts sufficient to constitute a 
cause of action is denied. 


“As to the second cause of action, it is 
dependent upon the first; the gravamen 
thereof is that the defendants deliberately 
prevented the corporation from obtaining 
redress for the bonus miscomputation; that 
their objective was to accomplish the ex- 
piration of the applicable statute of limita- 
tions against some of the causes of action 
of the corporation, whereas, if they had 
been timely asserted the corporation would 
have recovered thereon. Where the expira- 
tion of the statute of limitations results from 
a fraud or other wrong practiced upon one 
having an enforcible legal right, a cause of 
action will lie for the loss sustained in con- 
sequence. (Brick v. Cohn-Hall Marx Co., 
276 N. Y. 259, 264.) The motion to dismiss 
the second cause of action is likewise 
denied.” 


The principles enunciated in the Wine- 
burgh case (footnote 1, supra) were cited 
with approval in Tarlow v. Archbell, 47 N. Y. 
Supp. (2d) 3, wherein a claim in a stock- 
holder’s derivative action against the cor- 
porate directors, alleged that bonus payments 
were miscomputed and that a substantial 
payment deemed to be a gift was paid for 
past services. 


Regarding the plaintiff’s allegations of 
miscomputations of bonus payments to vari- 
ous officers, directors and employees of the 
company and its failure to carry out the 
express terms of an adopted bonus plan, 
the court sustained the complaint for its 
sufficiency in alleging ultimate facts. The 
court stated: 


© Alexander et al. v. Anderson et al., S. Ct., 
N. Y. County, Spl. Term, Part III, New York 
Law Journal, December 8, 1943; affirmed 267 
App. Div. 984. 
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“This cause of action is also based upon 
miscomputations; it is further charged that 
the sum of $140,000 was paid out as a gift 
for services rendered in the past and with- 
out the company receiving any consideration 
therefor and for which services the recipients 
were already paid and compensated; this 
sum is sought to be recovered; the allega- 
tions state a good cause of action.” 


A minority stockholder brought suit 
against corporate directors and officers 
charging them with wasting and misappro- 
priating corporate assets by paying to them- 
selves excessive salaries, commissions and 
illegal bonuses.” In finding in favor of the 
plaintiff, the court said: 


“Parenthetically, it is only fair to state 
that, although present at the several meet- 
ings, none of the individuals affected voted 
for his own particular increases. Regard- 
less of this studied attempt to keep within 
the law (Davids v. Davids, 135 App. Div. 
206, 120 N. Y. Supp. 350), the court finds 
that the increases were unwarranted in every 
instance, that they evidenced a scheme or 
device to operate the business in the inter- 
ests of the individuals rather than those of 
the corporation, and that they affected a 
waste of the corporate assets.” 


Often the very existence or nonexistence 
of a taxable bonus presents a debatable issue. 


The following quotation from Helvering 
v. American Dental Company, 318 U. S. 322, 
327 [43-1 ustc J 9318], is apposite: 


“The narrow line between taxable bonuses 
and tax free gifts is illuminated by Bogardus 
v. Commissioner, 302 U. S. 34 [37-2 ustc 
7 9534], on the one side and upon the other 
by Noel v. Parrott, 15 F. (2d) 669 [1 ustc 
{ 184], as approved in Old Colony Trust Co. 
v. Commissioner, 279 U. S. 716, 730 [1 ustc 
{ 408].” 


“Bonuses” may or may not exist in vary- 


ing situations. Much will depend upon con- 
tract construction and interpretation. 


As Judge Cardozo said in Wood v. Lucy, 
Lady Duff-Gordon, 222 N. Y. 88, 90; 118 
N. E. 214: 


“The law has outgrown its primitive stage 
of formalism when the precise word was 
the soverign talisman, and every slip was 
fatal. It takes a broader view to-day.” 


Before embarking upon computations, it 
is necessary to ascertain whether or not a 


11 Baker v. Cohn, 42 N. Y. S. (2d) 159. 
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legally enforcible bonus exists Assuming Calculations 
that such requirement has been satisfied, rs : 
the problem then is to determine the amount Although articles already have been Writ- 
of the bonus. Even in the latter respect the te” On the subject of bonus calculations, 
court may construe bonus provisions in a Showing various arithmetical and algebraic 
manner quite different or even contrary to formulae, nevertheless, the following are 
the construction placed on such provisions offered as a guide and aid in what may some- 
by officers, directors and auditors, with sub- times prove a truly involved subject. 

stantial monetary consequences and per- The rates used are hypothetical, but they 
sonal embarrassment. serve to illustrate some variations, 

From Bonus Problems and Solutions.” 

















“Bonus; involving graduated bonus rates and flat income tax rate when bonus is 
treated as an expense. 


ProsLtEM No. 47 


“The General Manager of the Flawless Novelties, Inc. is to receive in addition to his 
regular salary, a bonus on a graduated scale after treating bonus computations as expenses 
and after deducting the Federal Income Tax of 133%4%. He has consented to permit the 
provision for the declaration of dividends in the sum of $6,000 to be deducted from the 
net profits which form the basis for the computation of his bonus. 

“The condensed Profit & Loss Statement below, includes a charge of $2,500 which 
is not an allowable deduction for income tax purposes. 


“The Sales Manager is to receive as commission, 8% of the year’s gross profit arising 
from his sales of $100,000. 








Profit and Loss Statement 


of the 
Flawless Novelties, Inc. 
For the Year Ended December 31, 19... . 









eee ee hs 6abe hake Hee HSER SKN $300,000 
IIE 219.0. Giaian CY ee pe aenednaekaebees omnes 174,330 




















Nh ai og 2 125,670 
ID a ni 50s 4.0m baby ex Fees var euenees 45,670 













ND Ss eee eens. Ue wdad dpiieeec oehhors 80,000 
General and Administrative Exp. .................... 48,000 


Net Profit from Operations .............. ay ee ee 32,000 









Additions to Income: 
Tax exempt income ..................... $2,150 
Miscellaneous income ................... 2,500 4,650 

















36,650 


Charges toIncome........... pdagabed ies So icbie tte ee 3,450 


Net Profit 


The bonus rates for the General Manager are as follows: 
74%4% on the first $3,000 of net profits; 
12%4% on the next $7,200 of net profits, and 
15 % on the remaining net profits. 
Required: a) Computations determining Sales Manager’s Commission, 
General Manager’s Bonus and Tax. 
b) Revision of the Profit and Loss Statement. 
Solution: 
















a) Determining Sales Manager’s Commission: 
Total Net Sales $300,000 Total Gross Profits $125,670 


Sales Manager’s Net Sales $100,000 ""  §. Ms Gross Profits * ig 
Then, $100,000 x $125,670 


$300,000 


122 Bonus Problems and Solutions is a reprint of the bonus section of the book entitled Actuarial, 
Depreciation and Bonus Problems and Solutions, by Philip Galitzer and Morris Galitzer, printed 
privately, New York, 1941. 


= $41,890; $41,890 x .08 = $3,351.20 
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a) 


Elimir 


b) 


Net | 
Cost 


Gros 
Selli: 


Selli: 
Gens 


Ne 


Let “T”= tax and let “B” = General Manager’s Bonus 
Then, 1) T = .135 ($33,200 — $3,351.20 — $2,150 + $2,500 — B) 
or, T + .135B = $4,076.84 
2) B= .075 ($3,000) +.125 ($7,200) + .15 ($13,648.80 — B — T) 
or, 1.15 B + 1.15 T = $3,172.32 
1) T+ 135B = $4,076.84 
2 AST +1.15 B= $3,172.32 
EliminateT: .15T+ .02025B=$ 611.53 
AST +1.15 B= $3,172.32 
1.12975B = $2,560.79 
B = $2,266.68 


Substitutein1): T+ .135 ($2,266.68) = $4,076.84 
T + $306 = $4,076.84 
T = $3,770.84 


Revised Profit and Loss Statement 
of the 
Flawless Novelties, Inc. 


For the Year Ended December 31, 19.... 


Net Sales 


$300,000.00 
Cost of Goods Sold 174,330.00 
Gross Profit .... 


125,670.00 
Selling Expenses: 
as stated in problem $45,670.00 
Sales Manager’s Commission as computed 3,351.20 49,021.20 
Selling Profit ; 76,648.80 


General & Adminis. Expenses: 
as stated in problem 


General Manager’s Bonus, computed, viz: 
$ 3,000.00 @ .075 =$ 225.00 
7,200.00 @.125= 900.00 
7,611.28 @.15 = 1,141.68 


$17,811.28 50,266.68 


Net Profit from Operations . PGT ORES ee 26,382.12 
Additions to Income ..... = : Re ae 4,650.00 


31,032.12 
Charges to Income . eats eer a peesie® 3,450.00 


Net Profit before computation of Tax ................ 0.0.00... e ee eee 27,582.12 


Deduct: Federal Income Tax: 
Net Profit before adjustments . . ch eee a 
Deduct: Tax exempt income ........... .... 2,150.00 


25,432.12 
Add: non-allowable Tax deduction . caeascnive,  Qeueeee: 


27,932.12 
3,770.84 


Net Profit after providing for Taxes $23,811.28 


For purpose of computing basis for calculating 
General Manager’s bonus— 


Net Profit after providing for Taxes $23,811.28 
Less: Provision for declaration of Dividends 


Basis for computation of General Manager’s Bonus $17,811.28” 
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Another Problem 


The Seashore Maintenance Corporation, 
by proper resolutions, has voted to dissolve. 
There exists between the general manager, 
who is not a stockholder, and the corpora- 
tion, an employment contract which will not 
expire for some three years. In order not 
to delay the dissolution proceedings, a new 
agreement has been entered into between 
the respective parties whereby the general 
manager, for cancelling his contract and re- 
leasing the corporation from its obligations 
thereunder, will receive as consideration an 
amount equal to the corporation’s result- 
ant final net surplus. 


The parties have agreed that the cor- 
porate state franchise tax of six per cent of 
the net profit shall be accrued for all pur- 
poses; that the federal normal tax and sur- 
tax shall be computed and deducted before 


arriving at the final net surplus; and that 
the net profit of the corporation before 
computation of the consideration due the 
general manager and the above taxes is 
the sum of $20,000. 

The normal tax rate is fifteen per cent on 
the first $5,000 of normal tax net income and 
seventeen per cent on the next $15,000 
thereof. The applicable surtax rate is 
ten per cent. 

Assume that the normal tax net income 
and the surtax net income are the same. 

Required: 

1) Determine the amount of the 
a) franchise tax; 
b) consideration due the general 
manager; 
c) normal tax; 
d) surtax. 
2) Present proof schedule in clear and 
concise form. 


Solution to Problem 


C = consideration due the general manager 


F = franchise tax 


T = federal normal tax and surtax 


1) C= $20,000 — F—C—T 
2) F = .06 ($20,000 — F —C) 


3) T= .15 ($5,000) + .17 ($15,000 — F — C) + .1 ($20,000 — F 


$20,000 — F — C — 
2) F = .06 ($20,000 — F — 


1) C= 


«t) 


T 
C) 


C = $20,000 - F— C—T 
F = $ 1,200 — .06F — .06C 


2.00C + F+T 

.06C + 1.06F 
Eliminate C: 
12C + 2.12F 


$20,000 
~12C + .06F + .06T 


4) —2.06F + .06T = — $ 1,200 


2) F = .06 ($20,000 — F — 


3) T= .15 ($5,000) + 17 ($15,000 — F—C) + 


c) 
.1 ($20,000 — F — C) 


~ —F = $1,200 — .06F — .06C 

T=$ 750 + $2,550 — .17F — .17C + $2,000 — .1F — .1C 
1.06F + .06C = $1,200 

T+ .27F + .27C = $5,300 


Eliminate C: .2862F + .0162C = 


06T + .0162F + .0162C = 


5) —.06T + .2700F 


4) — 2.06F + .06T 

5) + _.27F — .06T 
Eliminate T: — 1.79F 
a) F 


Substitute in 2): 
PF = 


$324 
$318 


=$ 6 
— $1,200 
_$ 6 
— $1,194 


$ 667.039 


.06 ($20,000 — F — C) 


$667.039 = .06 ($20,000 — $667.039 — C) 
$667.039 = $1,200 — $40.02234 — .06C 
.06C = $1,200 — $40.02234 — $667.039 


.06C = 


$ 492.93866 
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C = $8,215.6443 


Normal tax 


= .15 ($5,000) + .17 ($15, i 2 F — C) 


= $750 + $2,550 — .17F 


= 82 + $2,550 — .17 ($667.039) — .17 (38, 215.6443) 
= $750 + $2,550 — $113.3966 — $1,396.6595 


= $1,789.9439 


$2,000 
= $2,000 


a ng tad F — t — 
— .1 ($667.039) — .1 Are 215.6443) 


= $2,000 — _ 7039 — $821.56 


d) = $1,111.7317 


Substitute in 5): .06T + .27F 

.06T + .27 ($667.039) 
.06T + $180.1005 
.06T 


Hud to 


ae 


.$1,789.9439 


6 Normal tax. 
6 LIL F317 


$ 

$ Surtax 
> 6 

$ 

$ 


174.1005 


2.901.675 Total ... . .$2,901.6756 


Note: The following formula will also furnish the same results: 


C=.5 ($20,000 — F — T) 
2) F = .06 ($20,000 — F — C) 


3) T = .15 ($5,000) + .17 ($15,000 — F — C) + .1 ($20,000 — F — C) 


1) and 2) = Step 4) viz: — 1.03F + .03T = — $600 
2) and 3) = Step 5) viz: — 


Wherein, 


06T + .27F= $ 6 


And, 4) and 5) = — .0537F = — $ 35.82 


F= — $667.039 


Substitute as heretofore, and the final results will be identical. 


PROOF SCHEDULE 


Net Profits (given) 


Less: Franchise tax 
Consideration 


Basis of franchise and federal taxes 


Federal taxes: 
Normal tax: 


$20,000.00 


$ 667.0390 
8,215.6443 


8,882.6833 
$11,117.3167 


$11,117.3167 
x .06 


$ 667.039 


Franchise tax 


$ 5,000.0000 @ .15 = $ 750.00 


6,117.3167@ .17 = 1,039.94 


$11,117.3167 


Surtax: $11,117.3167 @ .1 


Total nornial tax and surtax. ..........68%5. 


Net Surplus 


Consideration 
Net Surplus 


Bonus Complications and Calculations 


$1,789.94 


= 1,111.73 


2,901.67 


[The End] 





FAMILY PARTNERSHIPS 
Their Creation and Validity 


By 
FRANCIS G. JONES, Jr. 


ANNOT today a husband and wife who 

are beginning a brand new business, in 
the vast majority of instances, legally es- 
tablish a valid family partnership? To what 
extent do the Tower and Lusthaus cases cir- 
cumscribe the successful formation and sus- 
tenance of family partnerships? Does a 
contribution of capital, regardless of amount 
or value, effectuate a valid family partner- 
ship under which earnings can be divided 
equally, where the capital originated with the 
contributor or from a source other than one 
of the other partners? What effect, if any, 
does the execution of written articles of 
partnership, subsequent to the time of any 
rendition of services or contribution of capi- 
tal by the alleged partner, have on the effi- 
cacy of the family partnership? 


If the wife’s contribution to the partner- 
ship consists solely of property or cash 
given to her by her husband several years 
prior to the formation of the partnership, 
is the partnership vulnerable so as to come 
within the periphery of the Tower and Lust- 
haus decisions? If a wife owns legal or 
equitable title to property which originated 
from a source other than her husband and is 
being used in a business by her husband, 
although it is not contended that the ar- 
rangement is clothed in the garments of 
legal partnership, does the law permit the 
earnings to be divided and reported sepa- 
rately by husband and wife? In what in- 
stances, if any, and in what way will or can 


the court itself allocate, for tax purposes, 
the particular percentages of income to each 
partner or participant in the business? Con- 
sistently with the Dobson case, can the tax- 
payer still often benefit by appealing from 
an adverse Tax Court decision on family 
partnerships? What steps should be taken 
to form a family partnership, valid for tax 
purposes? 


Partnership, Proprietorship, 
or Corporation? 


Pre-eminently, this is the time for all 
persons, especially the thousands of young 
veterans who contemplate venturing into a 
business for themselves for the first time, 
or changing to a new type of business, to 
consider taking advantage of every privi- 
lege and immunity offered by the law which 
would result in a partial reduction of the 
heavy charges of taxes against their all 
too meager profits, 


A valid family partnership composed of 
the husband and wife and/or child or par- 
ent, as compared with a proprietorship, is 
an over-all savings in taxes to the family 
as a whole, because of the averting of the 
higher surtax brackets to which the husband 
would be exposed if all income had to be 
returned by him rather than returned in part 
by the wife or other member of the family. 


The author, a member of the New York and Georgia bars, is associated 
with the firm of Alston, Foster, Sibley and Miller, Atlanta, Georgia 
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Since a corporation and a partnership can- 
not exist concomitantly in one legal entity, 
many partnerships acquire various liability 
insurance policies to protect themselves to 
a large degree from the individual liability 
that they would have received by incorpo- 
rating. 


In the October, 1946, issue of TAxEs— 
The Tax Magazine, Mr. Victor R. Wolder, 
New York attorney, in a skillfully written 
article, concludes* (page 970): 


“The person in business who has a right 
to incorporate finds that if his income after 
personal exemptions is to be over $12,000, 
it would generally be better to incorporate.” 


Ipso facto, where the income after per- 
sonal exemptions is less than $12,000, it 
would be a savings tax-wise to remain a 
proprietorship or family partnership rather 
than to incorporate. 


There are numerous intrinsic and extrin- 
sic factors covering the tax savings advan- 
tage and the advantages other than tax 
savings, involving the problem as to exactly 
at what amount of income, if at all, a tax- 
payer and members of his family would bene- 
fit from changing the family partnership into 
a corporation. It may be stated here, however, 
that anticipation of future volume of busi- 
ness and the potentiality of federal legis- 
lation affecting the foregoing comparisons 
in the next two or three years, are a few of 
the important extrinsic factors that should 
arouse concern. 


Beginning New Business 


As a practical matter, it would seem that 
a large proportion of wives have at least 


This conclusion refers to federal taxes only, 
and reflects the fact that the corporation, as 
well as the corporation officer, will have to pay 
a tax. One of the ways in which Mr. Wolder 
arrives at this conclusion is by the fact that the 
corporate income could be divided into salaries 
to the owners of the stock of the corporation, 
leaving some of the profits in the corporation, 
and by having the corporation set up reserves for 
plant expansion and improvement, replacements, 
ete., in order not to be subjected to the undis- 
tributed profits tax under Section 102. He points 
out that a fairly large accumulation of profits 
can be made before the accumulation is consid- 
ered unreasonable. This general conclusion, 
whereby the figure of $12,000 income is chosen 
as the guide to whether a proprietorship would 
Save taxes by incorporation, is subject to the 
probable minor affectation thereon of state and 
Property taxes, usually much smaller than fed- 
eral taxes. Of course, other important factors 
remain to be taken into consideration as to the 
advisability of incorporation for tax-saving pur- 


poses, as well as factors other than the tax 
angle. 


Family Partnerships 


_ices is not as great as the husband’s contri- 


some cash or tangible property, however 
diminutive, from a source other than their 
husbands. If the wife puts this cash or prop- 
erty into a newly formed business at the 
time of its original formation, and the gen- 
eral criteria of partnership are adhered to, 
unquestionably under the present law? a valid 
partnership exists, at least to the extent that 
the wife is allowed to return some of the 
income of the partnership. This is true 
whether or not the wife renders services.” 
But the problem as to whether a partner- 
ship agreement to split profits equally is 
to be given full tax effect, where the wife or 
child’s contribution to capital and/or serv- 







































































bution, has not been clarified by the higher 
courts and has been rendered dubious by 
recent Tax Court adjudication.* 


If the wife, child or parent from the be- 
ginning of the new business in partnership 
renders a substantial amount of clerical 
services or managerial direction, considered 
vital® but often tested in the light of the 
time actually devoted to the business, the 






























































2 Lewis Hall Singletary v. Commissioner, 155 
F. (2d) 207 (CCA-5) [46-1 ustc ] 9267]; Commis- 
sioner v. Francis E. Tower, 66 S. Ct. 532 [46-1 
ustc § 9189]; A. L. Lusthaus v. Commissioner, 
66 S. Ct. 539 [46-1 ustc f 9190]; Claire L. Can- 
field v. Commissioner, 7 TC 135 [CCH Dec. 
15,225], and as revised in 7 TC —, No. 107 [CCH 
Dec. 15,414]. 

3 Francis E. Tower, supra. 

‘ Claire L. Canfield, supra. 

5 Doll v. Commissioner, 149 F. (2d) 239 
(CCA-8) [45-1 ustc {| 9275]; Francis E. Tower, 
supra. 












































































































































Francis G. Jones, Jr. 








partnership is sustained regardless of 
whether or not the wife, child or parent 
contributed capital.® 


Delimitation 
by Tower and Lusthaus Cases 


Superficial observation by many tax at- 
torneys has ascribed, perhaps, that a much 
larger slice of the circle of validity of family 
partnerships has been carved away than 
was actually so severed by Commissioner v. 
Francis E. Tower and A. L. Lusthaus v. Com- 
missioner." These cases specifically gave a 
death blow to the validity of a partnership 
arising by the transfer of property or stock 
by a husband to a wife or close relative, the 
same property or stock being put back by 
the donee in a newly formed partnership 
at a time soon after the date of the gift. 
These cases also ruled, as ineffective to es- 
tablish a partnership, a contribution of capi- 
tal by the wife, consisting solely of the wife’s 
note to be paid from profits of the partner- 
ship, even though at the time of the execu- 
tion of the note she owned her home and 
securities, each of which were of a substan- 
tial value. These cases also definitely struck 
down the argument advanced that a gift 
from the husband to the wife or child, when 
once made in conformity with other requi- 
sites of a valid executed gift, is just as much 
the donee’s property for family partnership 
tax purposes as if the donee had acquired 
the gift and earnings from any other source. 
Also there is strong dictum in these cases 
to the effect that any devices similarly con- 
ceived, whereby the husband attempts to 
provide his wife or family money or prop- 
erty indirectly to be put back in a newly 
formed partnership, would call for a like 
result. But, as seen herein, ample room 
still is left for family partnerships to be 
formed validly and sustained. 


Amount or Value 
of Capital Contributions 


In a’recent decision subsequent to the 
Tower and Lusthaus cases, the Fifth Circuit 
Court of Appeals* held that where the wife 
contributed at the beginning of the business 
only an undivided interest, with her hus- 
band, in a $300 or $400 savings account, 
which savings had been obtained by earn- 
ings of the husband and wife, it was an 
investment of capital originating with her. 
The court sustained the equal division of 


* Francis EH. Tower, supra; Floyd D. Akers v. 
Commissioner, 6 TC 693 [CCH Dec. 15,073]. 

1 Supra, footnote 2. 

8 Lewis Hall Singletary, supra. 
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profits as between the husband and wife 
during the taxable years involved, at which 
time the business was worth many thous- 
ands of dollars and its net earnings were 
$25,000 to $35,000 annually. It is true that 
in this case the wife had also rendered val- 
uable services to the business for three 
years prior to the formation of the partner- 
ship, which rendition of services occurred 
prior to the taxable years involved, and that 
the Circuit Court also commented on this 
factor; but it is submitted that the decision 
must have been the same regardless of the 
rendition of any services, because of the 
wife’s contribution of some capital origi- 
nating with herself. 


Likewise, in a recent Tax Court decision’ 
since the Tower and Lusthaus cases, a $1,000 
contribution by the wife of funds borrowed 
from her mother, was held to be a capital 
contribution of the wife to a partnership, 
which during the following five years aver- 
aged approximately $100,000 net income 
each year. The wife was allowed, pursuant 
to the partnership agreement, to report half 
of the income as her own. Here again the 
wife also rendered services; but the court 
having held that she contributed capital, 
and the test applied by the courts being a 
contribution of capital or services, not capi- 
ital and services, it is submitted that the 
same result should follow regardless of the 
rendition of services. However, based on 
an actual and logical construction ™ of the 
statute, there is an argument, not followed 
by the courts, that for a valid partnership 
for tax purposes neither capital nor serv- 
ices have to be contributed. 


In a recent decision by a federal District 
Court,” the right to a jury having been 
waived, a family partnership contract be- 
tween a husband, wife and son, whereby 
securities costing $1,000,000 were purchased, 
was upheld to the effect that one third of 
income could be reported by each partner, 
although the separate estate of the wife 
was only $30,000 (or three per cent of cost) 
and that of the son only $6,000 (six per cent 
of cost). Although the husband was tech- 
nically insolvent at the time of the purchase, 
it was apparent to the court that his large 
earnings and holdings and his sole applica- 
tion for a loan of money were exclusively 
responsible for obtaining the loan which 
permitted the purchase of the aforesaid se- 
curities. 


® Willis B. Anderson v. Commissioner, 6 TC 
956 [CCH Dec. 15,133]. 


1059 Harvard Law Review 209 at 228, 265. 


uF, W. Beazley v. Allen, Collector, 61 F. 
Supp. 929 [45-2 ustc { 9396]. 
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3ut the Third Circuit Court of Appeals ™ 
afarmed the Tax Court’s decision in striking 
down a family partnership where the son’s 
contribution was valued at $7,300 as com- 
pared with $196,181.74 for the father. The 
gross receipts of the business were 
$120,936.04, and the son attempted to re- 
turn 41.05 per cent of the partnership net 
income aS against his contribution of 3.59 
per cent of the partnership capital. 


In a recent Tax Court case™ the wife’s 
contribution was $4,900; the husband’s, 
$12,543.49. The partnership agreement called 
for equal division of earnings. The court 
did not find that the wife’s contribution 
originated from any source other than her- 
self, and yet the court struck down the 
partnership as far as the equal sharing of 
earnings was concerned. It is submitted 
that this decision is wrong. 


Prior to the Tower and Lusthaus cases, the 
Tax Court held “ that a joint loan of $500 
by a husband and wife to start business, was 
a sufficient contribution for the wife to have 
made a substantial capital contribution. In 
another case™ the Tax Court held $1,500 
to be a sufficient capital contribution, the 
business during the tax years having reached 
a considerable size. 


Time of Contribution 


The fact that the money and/or services 
were contributed to the business prior to 
the drafting of articles of partnership, in- 
stead of at the time of or subsequent to the 
drafting of such document, is considered 
immaterial under most recent decisions.” In 
a few decisions the point has been dodged 
by the court.~ In others, this factor has 
been given weight, although not considered 
controlling.” In still other decisions its 
presence has been treated as deadly to the 
validity of the partnership.” 


2 Joseph L. Sweigard, Petitioner v. Commis- 
sioner, 149 F. (2d) 646 [45-2 ustc 9337]; aff’g 
per curiam TC memo. op. [CCH Dec. 14,213(M)]. 

3 Claire L. Canfield, supra. 

4 Max German, 2 TC 474 [CCH Dec. 13,378]. 


’ Felix Zukaitis v. Commissioner, 3 TC 814 
(CCH Dec. 13,916]. 


% Lewis Hall Singletary, supra; Kenneth W. 
Ford, Plaintiff v. J. W. Maloney, Defendant, DC 
Ore. [46-2 ustc {| 9349]; Felix Zukaitis, supra; 
Ennis Est., 5 TC 1096 [CCH Dec. 14,849]; Max 
German, supra. 


™ Leo Marks v. Commissioner, 6 TC 659 [CCH 
Dec. 15,070]. 


% Alexander Jarvis v. Commissioner, 5 TCM 
— [CCH Dee. 15,219(M)]. 


” Fred W. Ewing v. Commissioner, 5 TC 1020 
[CCH Dec. 14,814]. 


Family Partnerships 


Contribution of Husband's Gift 


In Commission v. Tower, supra, the wife’s 
contribution to the business consisted of 
assets which the husband claimed to have 
given to her three days before the formation 
of the partnership. In Lusthaus v. Commis- 
ston, supra, one of the two contributions of 
the wife to the business was a check given 
by the husband to the wife approximately, 
if not on, the day of the formation of the 
partnership. So these two recent Supreme 
Court decisions, except for the effect of the 
dictum in Commission v. Tower (“If she... 
invests capital originating with her . .. she 
may be a partner ... .”) do not constitute 
any guide or precedent as to what is meant 
by the word “originate” or as to whether 
or not the property actually could have its 
origin on the husband, if the gift was made 
a reasonable time prior to the formation of 
the partnership. Nor are these decisions a 
precedent for the point that if the origin of 
the contribution of capital by the wife to 
the partnership can be traced to the hus- 
band, such property cannot be the subject 
of a valid contribution of capital by the wife 
to the partnership. 


Since the Tower and Lusthaus decisions, 
the Tax Court ™ refused to sustain a family 
partnership where the subject of the wife’s 
contribution, at the time of the formation of 
the partnership in 1940, was property given 
to her by her husband eighteen years earlier 
in 1922. In another case, the Fourth Cir- 
cuit Court of Appeals™ affirmed the Tax 
Court, which had refused to sustain a fam- 
ily partnership where the wife’s contribution 
was property given to her by her husband 
three years prior to the formation of the 
partnership. There was a vigorous dissent 
in the latter Circuit Court case on the 
ground that for three years the wife had 
held an undisputed title to the property at 
the time of formation of the partnership, and 
on the further ground that during those 
three years something had been added to 
the value of the property which a third 
party, not the husband, contributed. 


The Fifth Circuit Court of Appeals,” in 
December, 1944, prior to the Tower and Lust- 
haus decisions, sustained a family partner- 
ship where the contribution of capital was 
the subject of a gift by the husband to the 


2 William A. Boyd v. Commissioner; Mark W. 
Allen v. Commissioner, 5 TCM — [CCH Dec. 
15,391(M)]. 

21W. M. Mauldin, Petitioner v. Commissioner, 
155 F. (2d) 666 [46-1 ustc f 9272]. 


2 P. O’B. Montgomery et al. v. W. A, Thomas 
[45-1 ustc { 9116]. 
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wife four years prior to the formation of 
the partnership. Numerous other deci- 
sions™ rendered prior to the Tower and 
Lusthaus cases, sustain the partnership 
where the lapse of time was four or five 
years or considerably less than that. 


It is possible and quite likely that many 
of the Circuit Courts of Appeals and even- 
tually the Supreme Court will, contrary to 
the Tax Court’s present trend, give tax 
validity to a partnership where a contribu- 
tion to capital by a wife or child had its 
origin in a gift by the husband several years 
prior to any discussion of the formation of 
the partnership, especially in cases where 
the property changed its form or increased 
in value during the interim. 


Alternative Argument 


An old alternative * argument often over- 
looked by the taxpayer when faced with an 
attack by the Commissioner on the efficacy 
of an alleged family partnership, and one 
which could be used by taxpayers in states 
permitting partnerships as well as those 
barring them, is that regardless of the le- 
gality of the partnership, the taxpayers have 
each contributed, and not loaned or given,™ 
property, legally or equitably owned, to be 
used in the business. Therefore, each tax- 
payer so owning such property is allowed 
to be paid a certain amount of money for 
the use of the property, and so to return 
this amount as his or her income. The Tax 
Court ™ since the Tower and Lusthaus cases 
has even pointed out that this argument 
had not been presented. It is well settled 
by decisions involving taxes™ that even for 
property or collateral loaned, a fee may be 
paid which is a great deal in excess of nor- 
mal legal interest rates for a similar amount 
of money loaned, so long as the fee is rea- 
sonable. 


In H. D. Webster, Petitioner v. Commis- 
sioner™ the headnote says: 


23M. W. Smith, Jr., 3 TC 894 [CCH Dec. 
13,930] (Acq.); Scherer, 3 TC 776 [CCH Dec. 
13,914] (Acq.); Thornton, 5 TC 116 [CCH Dec. 
14,565] (Acq.); H. D. Webster v. Commissioner, 
4 TC 1169 [CCH Dec. 14,501] (Acq.). 

*% Champlin v. Commissioner, 71 F. (2d) 23 
(CCA-10) [1934 CCH  { 9235]. 

%*O. W. Fode v. Commissioner, 5 TCM — 
{CCH Dec. 15,340(M)]. 

2% Abe Schréiber v. Commissioner, 6 TC 707 
{CCH Dec. 15,076]. 


277M. A. Long, 8 BTA 737 (CCH Dec. 2914]; 
Davis B. Thornton, Transferee v. Commissioner, 
4 TCM 29 [CCH Dec. 14,324(M)]; Monroe Sand 
& Gravel Company, 36 BTA 747 [CCH Dec. 
9786]. 


28 Supra, footnote 23. 


“Income from a restaurant business, rea] 
estate, and an oil and gas lease, in which 
petitioner’s wife had an equitable interest 
equal to that of petitioner, held, taxable to 
petitioner and his wife in equal shares.” 

The Tax Court said: 

“The facts are much like those in Felix 
Zukaitis [supra]. We held in that case that 
a husband and wife were equal owners in a 
beer distributing business to which the wife 
had contributed capital and services over a 
long period of time and that the wife was 
taxable on one-half of the income of the 
business. See also Max German [supra].” 

In a Tax Court case™ decided since the 
Tower and Lusthaus decisions, the Zukaitis 
doctrine was referred to with approbation 
as permitting a partnership by oral or im- 
plied agreement. 

In Max German the Tax Court did not 
consider that the husband and wife intended 
a partnership. The Tax Court said: 

“Max and Rose German were thinking of 
their relationship and interests as husband 
and wife, or as a family, and not as business 
partners do. . . . Our question then is 
whether, on the facts here, the business pro- 
ducing the income having resulted from the 
joint efforts and labors of petitioner and his 
wife, it follows as a matter of law that the 
said income is divisible between them for 
Federal income tax purposes because of 
their individual rights in and to the busi- 
ness, whether the basis of those rights be 
that of partners or not.” 

The Tax Court held “that the wife of the 
petitioner was a contributor to the capital 
of the ham business to the extent that her 
separate earnings from services rendered by 
her were retained and used in the business 
and to the extent that the 1939 profits were 
attributable to the capital contributed by 
her or to services rendered by her in that 
year the said profits did not constitute in- 
come to the petitioner.” 

The court concluded: 

“And, being a contributor with her hus- 
band to the enterprise wherein they stood 
to win or lose together, it would appear, 
under Champlin v. Commissioner [supra], 
that she would be entitled to a proportionate 
share of the profits.” 

A recent Tax Court decision ™ held, how- 
ever, that bare legal title in the wife to a 
business obtained by a mere deed recently 
made by the husband to her was alone not 
sufficient to warrant the wife’s inclusion of 
any income therefrom in her own return. 


29 Alexander Jarvis, supra. 


% Robert E. Werner v. Commissioner, 7 TC 39 
[CCH Dec. 15,199]. 
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Another Tax Court decision rendered 
since the Tower and Lusthaus cases throws 
light on the Tax Court’s present opinion on 
this argument. In John T. Tayior v. Com- 
missioner ™ the memorandum opinion reads: 


“Taxpayer contended that money paid as 
a down payment and for improvements on 
a dwelling house and store building be- 
longed equally to himself and his wife; that 
since his wife’s inheritance was commingled 
with his own funds the money spent on the 
property belonged equally to each of them; 
that although he held title in his own name, 
there was a resulting trust for the benefit 
of his wife with respect to one-half of such 
property. The evidence showed that such 
commingling took place in 1921 and the 
real estate was purchased 15 years later. He 
kept no records, and it was impossible to 
ascertain whether the wife’s inheritance in- 
creased in value through prudent invest- 
ment or was completely lost through mis- 
fortune or improvidence. No practical or 
business reason was offered to explain why 
title was taken in his name, nor was any 
adequate explanation given why the entire 
net income from the property was included 
in his income from 1936 through 1939. It 
is held that the evidence failed to establish 
that taxpayer is other than sole and exclu- 
sive owner of the property; nor did the evi- 
dence establish the existence of a partner- 
ship. Accordingly the entire income for 
1940 and 1941 was taxable to the husband.” 


Court Allocation of Percentages 


Since the Tower and Lusthaus decisions the 
Tax Court, regardless of an admittedly sub- 
stantial contribution of capital by the wife 
to the partnership and a partnership agree- 
ment explicitly providing for a fifty-fifty 
share of the profits, has itself determined 
precisely what percentage of services and 
capital each contributed to the partnership.” 
The value of all the services to the partner- 
ship was treated as accounting for seventy- 
five per cent of the earnings, and all of the 
capital was treated as accounting for twenty- 
five per cent of the earnings. 


The Tax Court held that as the wife 
rendered no services and _ contributed 
$4,900 of the $17,443.49 capital, she should 
be allowed to report as income only 
4900/17443.49 times twenty-five per cent of 


the net earnings. The business was an auto- 
mobile agency. 





5 TCM — [CCH Dec. 15,099(M)]. 
® Claire L. Canfield, supra. 


Family Partnerships 


The Tax Court apparently treated and 
denominated this arrangement as a part- 
nership, and yet so held. Four Judges dis- 
sented, one of the grounds being that the 
wife should be allowed to report as income 
4900/17443.49 times all of the net earnings, 
in the absence of an agreement that the 
taxpayer should first be paid for his services 
to the partnership. 


It is submitted that this decision is clearly 
wrong and a mere exercise by the Tax 
Court of a longing of the Commissioner, 
predicated under the shadow of the Tower 
and Lusthaus cases, whereas the Tower and 
Lusthaus cases have no shadow. 


In the absence of an express partnership 
agreement stating how profits are to be 
shared, perhaps the Tax Court would have 
been justified in so allocating the earnings 
for tax purposes. But capital or services, 
not capital and services, is the test under 
court construction of the statute. And if 
a valid contribution is made by a partner, 
as shown above, even if the amount or value 
is small compared with the other partner’s 
contribution, the Tax Court has no recog- 
nized precedent in the appellate court’s deci- 
sions to permit it to disregard the allocation 
of earnings as set out in the partner- 
ship agreement, especially where the hus- 
band exercises no control over the wife’s 
contribution or her withdrawal of earnings. 
It is submitted that the Clifford™ doctrine 
should not be extended further to family 
partnerships, especially where the husband 
does not retain control over the contribution 
of the wife or the child or over withdrawal 
or expenditures of their earnings. Since 
capital was concededly an important income- 
producing factor in this business, the Tax 
Court cannot base the Canfield decision on 
the theory that it was largely or purely a 
personal service ™ partnership. 


Prior to the Tower and Lusthaus cases, the 
Tax Court™ allocated earnings so as to 
allow the wife to return only an amount of 
income less than fifty per cent of the total 
earnings, when she had contributed capital. 
But as there was no applicable partnership 
agreement which expressly divided the prof- 
its equally, the court concluded that the ar- 
rangement was not a valid partnership but 
solely a uniting of capital and services as 


a family group, and not as a partnership in 
business. 


*% Helvering v. Clifford, 309 U. S. 331 (1940) 
(40-1 ustc { 9265]. 


% Humphreys v. Commissioner, 88 F. (2d) 430 
(CCA-2) [37-1 ustc {J 9153]. 


33 Max German, supra. 


257 


Appeal from Adverse 
Tax Court Decision 


Founded in Dobson v. Commissioner and 
as applied in subsequent cases,” the ques- 
tion of when an appellate court can reverse 
a Tax Court decision still is clothed in con- 
fusion and mystery. 

The general rule, which is not very in- 
formative, is that findings of fact by the 
Tax Court, if supported by evidence, are 
final.* Formerly ™® the Tax Court’s errone- 
ous findings on mixed questions of law and 
fact could be reversed. Today“ only a clear- 
cut“ mistake of law by the Tax Court can 
be the cause of a reversal. But it is ex- 
tremely difficult, if not impossible, for the 
courts to delineate with lucidity the distinc- 
tions between fact and law because of the 
convergence and overlapping between these 
two fundamental matters. The attempt of 
the courts “ to make these distinctions de- 
finitive has been almost ludicrous. 

It is submitted that as these technical 
niceties as to what is fact and what is law 
are more completely wrought by the appel- 
late courts, the family partnership cases ap- 
pealed from the Tax Court and based on the 
wife’s contributing to the partnership capital 
concededly originating with her, would be 
treated by the appellate courts as involving 
a clear-cut mistake of law more frequently 
than the average tax case. 

The reason for this conclusion is that the 
decisive facts, or a large portion of the facts, 
are often stipulated in this type of family 
partnership case, obviating the necessity of 
a finding by the Tax Court on a large por- 
tion, if not all, of the detailed routine data, 
figures, dates, audit reports, etc, Further- 
more, this type of family partnership case 
normally, because of the conceded or easily 
proved origin of the contribution and the 
limitation of the transaction to one step, 
would not involve the Tax Court’s regard 
of several separate steps of a tax transaction 
as one transaction, the latter process of syn- 
thesis by the Tax Court usually being con- 
sidered by the appellate courts as a finding 
of fact “ where there is no applicable statute 
or regulation to the contrary. 
~ 36320 U. S. 489 [44-1 ustc J 9108]. 

% See Randolph E. Paul, “Dobson v. Commis- 
sioner,’ 57 Harvard Law Review 753, and Erwin 
N. Griswold, ‘‘The Need for a Court of Tax 
Appeals,’’ 57 Harvard Law Review 1153 at 1170. 

3% Francis EH. Tower, supra. 

% Paul, op. cit. 

42 See Dobson v. Commissioner, supra; Fran- 
cis E. Tower, supra. 

41 Commissioner v. Wilcox, 66 S. Ct. 546 [46-1 
ustc { 9188]. 


42 See Paul, op. cit. 
43 Ibid., p. 768. 
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In Armstrong v. Commissioner “ the Circuit 
Court of Appeals for the Tenth Circuit 
stated: 


“It is only when a question of law is in- 
volved that courts of law should substitute 
their judgment for that of the tax court 
when differences of opinion arise.” 


In Commissioner v. Tower, the Supreme 
Court found no error of law in the holding 
of the Tax Court on the law as applied to 
the facts. But the Supreme Court reiterated 
the above rule by stating: 


“This finding of fact, since supported by 
evidence, is final. . . . The decision of the 
Tax Court was therefore correct unless, as 
respondent contends, the Tax Court er- 
roneously disregarded or improperly applied 
certain legal principles.” 


Since the Tower and Lusthaus cases, a Tax 
Court decision involving a family partner- 
ship was reversed in the Circuit Court of 
Appeals,* which found that a mistake of 
law, as applied to the facts, had been made. 
This confused state of the law revealing an 
effective appeal from the Tax Court, hing- 
ing on an almost metaphysical analysis of 
what is law and what is fact, may well cause 
the attorneys to utilize more the federal 
District Court or Court of Claims as the 
initial forum for tax cases. More attention 
should be given in each tax case to the ad- 
vantages and disadvantages in suing in these 
other courts. When the amount of the tax 
deficiency is paid by the taxpayer and he 
sues the Collector of Internal Revenue in 
the county of the latter’s residence, a jury 
may be demanded. When the Collector, or 
the United States under the Tucker Act, is 
sued, if the taxpayer wins he receives back 
the principal, plus interest thereon at six 
per cent, a very favorable rate today. If 
the taxpayer loses, he has sacrificed the use 
of his money, for which he paid the defi- 
ciency during the interim. 


Discrimination of Present Statutes 


While in certain community property 
states the federal government permits divi- 
sion of income between the husband and wife 
for tax purposes,® in non-community prop- 
erty states harsh, arbitrary discrimination 
exists as to when a family can divide in- 
come for tax purposes.” Family partner- 


44143 F. (2d) 700 (CCA-10) [44-2 ustc { 9409]. 

4% Lewis H. Singletary, supra. 

“Stanley S. Surrey, ‘‘Family Income and 
Federal Taxation,’’ TAXES—The Tax Magazine, 
October, 1946, p. 980 at p. 982. 

* Ibid., p. 983. 
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ships also are discriminated against,* and 
ysually disallowed,® where only one of the 
spouses is a professional man or woman and 
capital is not a material income-producing 
factor. It seems quite clear that Congress 
should correct this injustice by adopting one 
or the other of the proposals recently sug- 
gested ® or by some similar remedial legis- 
lation. 


Organization 
of Family Partnership 


Professional assistance should be obtained, 
of course, in organizing a family partner- 
ship, At the time of initiating the business, 
written articles of partnership must be draft- 
ed and executed. These articles should 
specify the precise percentage of earnings 
and losses of the partnership, both to be 
shared by the partners. If the wife or the 
child contributes capital or money, it should 
originate from a source other than th- hus- 
band and should be as substantial as pos- 
sible in amount or value. 


Separate accounts for the partners’ earn- 
ings and withdrawals should be kept on the 


# Wolder, op. cit., p. 971. 

“Vernon J. Veron. ‘‘Taxation of Income of 
Family Partnerships,’’ 59 Harvard Law Review 
209 at 245. 

% Surrey, op. cit., pp. 984-985; Wolder, op. cit., 
p. 971. 


partnership books, and the wife, child, par- 
ent or other partner who is a relative prefer- 
ably should withdraw a substantial amount 
of his or her earnings. The earnings of the 
wife or the child should not be spent on 
household expenses or for expenditures for 
which the husband normally would provide, 
nor should these earnings be returned di- 
rectly or indirectly to the husband or father. 
He must be careful not to exercise any con- 
trol over the other partners’ contribution of 
capital, earnings or rights as equal business 
partners. Where the wife, child or parent 
does not work daily at the business but has 
contributed capital, the husband or father 
should not make by himself fundamental or 
policy-making decisions affecting the firm. 
Such decisions should be made at a meeting 
of partners at the place of business, even 
though the husband or the father is the head 
of the firm and ordinarily makes all routine 
decisions. If services are rendered by the 
wife, child or parent, the latter should not 
only render clerical services but if at all 
feasible, should spend a portion of his or 
her time in discussing and helping to decide 
questions of management, policy and busi- 
ness fundamentally affecting the business. 
All of the partners should inspect the books 
of the firm frequently and should be ac- 
quainted with its functions and activities. 


[The End] 


——_— $$$ $$$ ———__— 
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( F THE MORE THAN $10,000,000,000 The provisions of the statute seem simple Sectic 
of excessive profits recovered from war enough and indicate little more than a rou- 
contractors under the Renegotiation Act, a tine mathematical computation. This indi- In . 
net amount of almost $200,000,000 must be cation may prove to be correct in ordinary ci 
returned to them in “renegotiation rebates” cases; but a close examination of some un- § “° \ 
on account of the recomputation of amor- usual situations raises a number of account- § '°" fc 
tization. ing and legal problems, the answers to which — 


Subsections (a) (4) (C) and (a) (4) (D) seem far from clear and may have to be ony 
of the Renegotiation Act, which provide for supplied by the courts. Pa : 
these rebates, set forth in detail the steps : 
to be followed in computing and determin- 
ing the amounts to be rebated. They de- 
fine the “net renegotiation rebate,” the 


While the Renegotiation Act is not a § taxpa) 
taxing measure and has few, if any, of the § includ 
attributes of a statute to raise revenue, it § agains’ 
was recognized from the outset that its suc- § the an 
cessful administration was, to a considerable § excess 
degree, dependent upon a workable meshing — 3806 | 
of its provisions with those of the Internal — the fin 

1 Subsection (a) (4) (D) of the Renegotiation Revenue Code. Superficially the two stat- J reneg: 
Act, in part, provides that ‘“‘in the case of are- tes are similar in that they relate to a de- credit 
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mining the ‘“‘net renegotiation rebate’ for a body of law which has developed in the 
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renegotiation rebate’’ as at portion o e . E : 
additional amortization deduction for such year larity between these statutes ends. Rene clear 
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Mr. Myers, formerly General Counsel of the War Contracts and — 
War Department Price Adjustment Boards, is a member of the firm ‘a 
of Hamel, Park & Saunders of Washington, D. C. From 1933 to 1943 ss 
he was Attorney for the Joint Committee on Internal Revenue Taxation 
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amount to be refunded to the contractor, as 
the “gross renegotiation rebate” as reduced 
by the “federal tax benefit.” * 
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to the filing of the income tax return for the 
renegotiated year so that the excessive 
profits recovered could have been eliminated 
from income before the tax was computed, 
or if renegotiation could have been delayed 
in every case until the tax liability for the 
renegotiated year had become fixed irrevo- 
cably, the administrative problem could have 
been greatly simplified. It is obvious that 
neither of these procedures was practicable. 
Then in order to place the contractor who 
paid taxes before renegotiation on a footing 
comparable to the contractor who eliminated 
his excessive profits before computing his 
taxes, a credit or offset was necessary. Such 
a credit is supplied by Section 3806 of the 
Internal Revenue Code. 


Section 3806 


In this connection, Section 3806 does two 
things. First, it makes clear that any ex- 
cessive profits eliminated through renegotia- 
tion for a prior year reduces income for tax 
purpose for such year and not for the later 
year in which the excessive profits are elimi- 
nated. Second, it provides that if renegotia- 
tion is not consummated until after the 
taxpayer has filed his return in which he has 
included the excessive profits, he may apply 
against the excessive profits to be eliminated, 
the amount of taxes paid on account of the 
excessive profits, In applying the Section 
3806 credit it is not necessary to await 
the final determination of tax liability for the 
renegotiated year. On the contrary, the 
credit properly may be computed only by 
reference to the tax assessment as it stands 
at the time the excessive profits are deter- 
mined. Later adjustments of income and 
tax liability are taken care of for tax pur- 
poses, as in the ordinary case, by over- 
assessments or deficiencies. 


From the foregoing and from the specific 
provisions of the Renegotiation Act, it is 
clear enough that renegotiation could not 
be postponed until the tax liability for the 
renegotiated year became fixed irrevocably. 
It was for this reason that the Congress, 
while clearly desiring that all deductions 
and exclusions allowable for tax purposes 
be applied in renegotiation, limited this re- 
quirement of the Renegotiation Act to those 
deductions and exclusions “estimated to be 
allowable” for tax purposes. In addition, 
the act required that renegotiation be con- 
cluded expeditiously and provided that re- 
negotiation agreements should not be 
reopened except in the case of fraud, mal- 
feasance or wilful misrepresentation. Thus, 
in order properly to provide for the allow- 
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ance of additional amortization computed 
after the renegotiation was concluded, spe- 
cific statutory authority was needed. 


Formulation of Act 


In the formulation of legislation to ac- 
complish this purpose, two courses were 
open to the Congress. The statute could 
have provided for the refunding of the gross 
renegotiation rebate, thereby giving the 
contractor-taxpayer in one bite both his tax 
refund (due to the shortening of the amor- 
tization period) and his net renegotiation 
rebate, which the act and the Code now give 
him in two bites. The Congress chose, 
however, to net the amount to be repaid to 
the contractor on account of renegotiation, 
leaving to the tax authorities the responsi- 
bility for the tax refund attributable to the 
shortening of the amortization period. 
This decision is in line wih the principle 
embodied in Section 3806 of the Internal 
Revenue Code providing for the tax credit 
against the amount of excessive profits de- 
termined. 


Moreover, it preserves the taxpayer’s 
right to interest on the tax refund. Inci- 
dentally, the “one bite” course would not 
have resulted in expediting either the rene- 
gotiation or the tax portion of the refund. 
Nor would it have saved any work on the 
part of the taxpayer-contractor, the Board 
or the Bureau. The sole result would have 
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been that the taxpayer-contractor received 
one check from the Treasury instead of two, 
and he probably would have lost the inter- 
est on the tax portions of his refund. Re- 
tention of the right to interest is very im- 
portant if all taxpayers are to be treated 
alike whether or not they happened to be 
subjected to renegotiation. 


There can be no doubt that it was the 
aim of the Congress, in providing for the 
net renegotiation rebate, to place contrac- 
tors who had eliminated excessive profits 
prior to the recomputation of their amorti- 
zation in the same dollar position (except 
té6 the extent that the specific prohibition 
against the payment of interest would indi- 
cate otherwise) as those who had recom- 
puted their amortization before being 
renegotiated. Whether this clearly intended 
result will be achieved in every case, in view 
of the language of the statute and the me- 
chanical difficulties involved, is open to 
doubt. The doubt arises primarily through 
the determination of the “federal tax bene- 
fit,” which computation involves the inher- 
ent problem of reconstructing a hypothetical 
situation dependent upon numerous inter- 
vening variables. “All the King’s horses 
and all the King’s men can’t put Humpty- 
Dumpty together again,” has a possible ap- 
plication to the computation of the “net 
renegotiation rebate” unless extraordinary 
care is exercised. 


Administration of Rebate 


The policies which the War Contracts 
Price Adjustment Board has adopted and 
the procedures worked out jointly by the 
Board and the Bureau of Internal Revenue 
go far toward providing a simple and work- 
able administration of the rebate. It is 
believed that the rules permit the right re- 
sult to be reached in almost every case if 
they are correctly applied and the contrac- 
tor is careful in the preparation and pre- 
sentation of his claim. In this connection, 
in those unusual cases where the contrac- 
tor’s tax liability for the renegotiated year 
may be subject to further adjustment, the 
timing of the claim may have a very special 
importance. 


Procedural Rules 


The War Contracts Board’s policies and 
the procedural rules may be briefly summar- 
ized.” To secure a net renegotiation rebate 


2See paragraphs 383 and 741.2 (8) of the Re- 
negotiation Regulations. Also see Bureau Mime- 
ograph 6023, June 10, 1946. 
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for a year with respect to which the rene. 
gotiation has been closed, the contractor 
will: 


1. Recompute the amortization deduction 
for the renegotiated year upon the basis of 
the shortened period. In this connection it 
should be noted that a recomputation of 
amortization for the purposes of securing a 
“quickie” tax refund under the provisions of 
subsections (j) and (k) of Section 124 of 
the Code (as added by the Tax Adjustment 
Act of 1945), is not sufficient. The recom- 
putation must be made “in connection with 
a determination” of tax liability; and the 
Board has pointed out that the “quickie” 
recomputation, being subject to later ad- 
justment, cannot meet this test. 


2. Secure from the Bureau of Internal 
Revenue a statement of the total recom- 
puted amortization deduction for the year 
in question, which will include the total 
amortization allowed in the determination of 
the taxpayer’s adjusted tax liability whether 
or not the taxpayer has elected to use the 
shortened amortization period wth respect 
to all of the emergency facilities involved. 
This statement will not be furnished until 
after the agent’s report for the year in ques- 
tion has been prepared and the taxpayer has 
filed an agreement or received a statutory 
notice of deficiency. 


Filing of Claims 


3. File this statement with the War Con- 
tracts Board along with a claim for a net 
renegotiation rebate in the form set forth 
in paragraph 736 of the Renegotiation 
Regulations. The Board will then deter- 
mine the amount of additional amortization 
deduction to which the contractor is entitled 
for the renegotiated year, and allocate the 
additional amortization deduction between 
renegotiable and non-renegotiable business. 
The amount so allocated to renegotiable 
business to the extent, of course, that it 
does not exceed the amount of the exces- 
sive profits eliminated for the year, becomes 
the “gross renegotiation rebate.” 


4. The amount of the “gross renegotia- 
tion rebate” thus arrived at is next reduced 
by the amount of the “federal tax benefit.” 
Obviously, the renegotiation officials are not 
in the best position to determine the federal 
tax benefit. A practical solution has been 
evolved, under which the War Contracts 
Board will submit to the Bureau of Inter- 
nal Revenue a statement of the gross rene- 
gotiation rebate along with a request for the 
federal tax benefit, which the Bureau will 
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compute and certify to the Board, The 
Board then will ascertain the “net renego- 
tiation rebate” by reducing the gross re- 
bate by the federal tax benefit, and certify 
the net rebate to the Treasury Department 
for payment to the contractor. 


Appropriation of Treasury Funds 


The Congress has appropriated to the 
Treasury Department funds to cover these 
rebates. With respect to these funds the 
Treasury acts simply as paymaster under 
the direction of the War Contracts Board. 
While the Renegotiation Act itself gives to 
the War Contracts Board authority only 
with respect to fiscal years ended after June 
30, 1943, subsection (a) (4) (D) of the act 
is made retroactive to the inception of statu- 
tory renegotiation, and the act appropriat- 
ing the funds to the Treasury Department 
specifies that renegotiation rebates (pre- 
sumably including those with respect to 
fiscal years ended prior to July 1, 1943) will 
be paid upon the certification of the War 
Contracts Board. 


Questions arise as to the remedies avail- 
able to contractors who disagree with the 
amount of net rebates determined by the 
Board. While the regulations are silent on 
this point, it appears likely that a contrac- 
tor who contends for an amount larger than 
that determined by the Board, will be paid 
the amount determined notwithstanding his 
refusal to accept such payment in complete 
satisfaction of his claim. The steps to be 
followed in the further prosecution of his 
claim are not supplied by the Renegotiation 
Act and may be open to question in any 
case. The Court of Claims, however, would 
appear to be the proper forum. 


Nothing, of course, contained in these pro- 
cedures has any bearing upon the taxpayer’s 
rights to secure a tax refund on account of 
his recomputed amortization deduction. 


Rebate Procedures 


A simple example may best illustrate the 
rebate procedures. Assume Corporation A 
had a net income of $10,000,000 for 1943 
before renegotiation. Having an excess 
profits tax credit of only $1,000,000, it came 
within the eighty per cent limitation provi- 
sion, paying $8,000,000 in federal income and 
excess profits taxes and receiving a postwar 
credit of $760,000. In renegotiations for 
1943, $2,000,000 was determined to be ex- 
cessive profits and was eliminated by a cash 
payment of $400,000 and a tax credit under 
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Section 3806 of the Internal Revenue Code 
of $1,600,000. The taxpayer’s situation then 
was—net income: $8,000,000; tax liability: 
$6,400,000; postwar credit: $600,000. Upon 
the basis of the shortened amortization pe- 
riod it computed an additional amortization 
deduction for 1943 of $400,000. If we as- 
sume that seventy-five per cent of this 
amount is allocable to renegotiable busi- 
ness, the “gross renegotiation rebate” be- 
comes $300,000, since such sum is smaller 
than the $2,000,000 of excessive profits elim- 
inated for 1943. If the taxpayer’s tax lia- 
bility for 1943 has not changed otherwise 
between the time the Section 3806 credit 
was determined and the time the federal 
tax benefit is to be computed, such benefit 
would be $240,000 (including $24,000 of post- 
war credit), leaving a “net renegotiation 
rebate” of $60,000. 


Thus, in the simple case the answer is 
certain. Corporation A will recover all of 
its gross renegotiation rebate—$240,000 from 
the Bureau and $60,000 from the Treasury 
—upon the certification of the War Con- 
tracts Board. In other cases, however, the 
result is not so clear. In any approach to 
the rebate, many of the questions hereafter 
set forth will arise. A brief discussion of 
these questions may be of help to those ap- 
plying for rebates: 


Date of Rebate Claim 


(a) When can a rebate be made? 


Subsection (a) (4) (C) provides specifi- 
cally that no additional amortization is 
allowable “as an item of cost” in renegotia- 
tion until the “recomputation has been made 
in connection with a determination of 
taxes.” To what extent must the “deter- 
mination” be fixed and unchanging? Must 
the rebate be stayed until all possibility of 
change in tax liability has been eliminated? 
Administratively, the earliest date .upon 
which a rebate claim may be filed has been 
established short of this mark. Since, or- 
dinarily, the Bureau’s statement of the total 
amortization deduction will be supplied only 
after a revenue agent’s report covering the 
renegotiated year in which the taxpayer’s 
election to use the shortened amortization 
period has been given effect, has been pre- 
pared and the taxpayer has filed an agree- 
ment or been given a statutory notice of 
deficiency, and since the Bureau’s statement 
must accompany the claim for rebate, it 
appears that this fixes the initial date for the 
filing of a claim. This also reduces to an 
administrative minimum the possibility of 
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changes in the contractor’s tax liability af- 
fecting the federal tax benefit. How late 
a contractor may wait to file his claim, 
would seem to be governed by general stat- 
utes of limitations with respect to claims 
against the United States, since neither the 
Renegotiation Act nor the act appropriating 
funds to cover renegotiation rebates fixes 
any time limitation upon the filing of a 
claim. 


Federal Tax Benefit 


(b) What is the federal tax benefit? As 
of what time should it be computed? Should 
it be determined as of the time the renego- 
tiation was closed, or should it be computed 
after the other tax adjustments which have 
occurred between the closing of the renego- 
tiation and the filing of the rebate claim. 
What effect should an intervening adjust- 
ment of income for the renegotiated year 
which has changed the applicable bracket 
rate or reduced the net income to zero or 
even created an operating loss, have on the 
computations of the federal tax benefit? 
Which agency has the responsibility for de- 
termining the correct amount of the federal 
tax benefit—the Bureau of the War Con- 
tracts Board? 


Under the procedures which have been 
established, the federal tax benefit will be 
measured by the taxpayer’s status at the 
time the War Contracts Board requests the 
Bureau to furnish the amount of the benefit. 
This can be only after the agent’s report 
has been prepared and the taxpayer has filed 
an agreement or been given a statutory no- 
tice of deficiency. Thus, the intervening ad- 
justments of income and tax liability will be 
taken into account in computing the benefit. 
It should be noted that neither the Renego- 
tiation Act nor the act appropriating funds 
to cover the renegotiation rebates makes any 
provision for the correction of an overage 
or underage in the rebate. Once a net re- 
bate is paid, it may be impossible under the 
statute to correct an error in the amount. 
Thus, waiting until the taxpayer’s tax lia- 
bility for the renegotiated year becomes 
fixed with reasonable certainty before certi- 
fying the rebate for payment, seems indi- 
cated by every consideration of fairness and 
common sense. 


Favorable Timing 


Since the amount of the net rebate is de- 
termined by reference to the taxpayer’s fed- 
eral tax benefit and since there may be no 


264 


way to adjust the rebate after it has been 
paid, it is apparent that the timing of the 
filing of rebate claim may be advantageous 
or disadvantageous to the claimant, depend. 
ing upon the circumstances in the par- 
ticular case. In any event, the claimant 
controls the timing and has only himself to 
blame if he files his rebate claim at a dis- 
advantageous moment. For instance, if 
Corporation A, in the example previously 
given, had suffered, between the time the 
renegotiation was concluded and the time 
at which the federal tax benefit was to be com- 
puted, a $5,000,000 operating loss which has 
been carried back to 1943, it would find its 
federal tax benefit computed at the ninety. 
five per cent rate since the eighty per cent 
limitation was no longer applicable, Thus, 
instead of a net renegotiation rebate of 
$60,000, it would receive a net rebate of only 
$15,000. Even though there were still later 
adjustments to this taxpayer’s income for 
1943 which would increase its income to the 
point where the eighty per cent limitation 
was once more effective, the net rebate, if 
it had been paid, might not be subject to 
upward adjustment. 


If, between the conclusion of the renego- 
tiation and the computation of the federal 
tax benefit, a sufficient operating loss had 
been carried back to 1943 to eliminate all 
excess profits for that year but to leave 
more than $300,000 of normal profits, the 
federal tax benefit would be only $120,000, 
leaving a net renegotiation rebate of 
$180,000. Or if the loss carry-back was 
sufficient to wipe out all net income for 
1943, there would be no federal tax benefit 
and the gross renegotiation rebate of 
$300,000 would become the net rebate. 


It is apparent that if the claim for rebate 
were filed, the federal tax benefit computed, 
the net rebate determined and paid on the 
basis of the unadjusted 1943 net income and 
tax liability, and if a subsequent adjustment 
would decrease the applicable tax bracket, 
a substantial disadvantage would be incurred 
which could have been avoided had the re- 
bate claim been delayed until after the ad- 
justment of net income. 


Correction of Errors 


(c) To what extent should errors in the 
closed renegotiation be corrected in com- 
puting the rebate? 


Closed renegotiation cases may not be 
reopened except in the case of fraud, mal- 
feasance or wilful misrepresentation. Un- 
doubtedly, there are closed cases, however, 
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where for a variety of reasons too little or 
too much amortization was allowed. In 
these cases, should the rebate relate only 
to the amount of amortization due to the 
shortening of the amortization period, or 
should it include a correction of the error? 
Further, should errors made in the allo- 
cation of the amortization deduction 
(otherwise correctly computed) between re- 
negotiable and non-renegotiable business in 
the closed renegotiation be followed in the 
allocation of the recomputed amortization? 


With respect to errors in the amount of 
amortization allowed in the closed renego- 
tiation, paragraph 383.3 (2) (a) of the Re- 
negotiation Regulations provides, in effect, for 
their correction. Thus, if a contractor was 
entitled to $100 of amortization for 1943 
under the twenty per cent rate but for some 
reason claimed and was allowed only $90, 
and upon recomputation on the basis of the 
shortened amortization period had a total 
amortization deduction for 1943 of $120, 
of which $20 is attributable to the shortened 
period and $10 is, in effect, a correction of 
a basic error, the additional amortization 
deduction is $30, not $20. Likewise, had 
this contractor been allowed, erroneously, 
$110 in the renegotiation, its additional 
amortization would be $10, not $20. With 
regard to the allocation between renegotia- 
ble and non-renegotiable business, however, 
the regulations are different, Generally, 
they provide that the allocation of recom- 
puted amortization will be made in strict 
accord with the allocation followed in rene- 
gotiation. It should be noted, however, 
that they do not foreclose in unusual cases 
the use of a method of allocation differing 
from that originally employed. 


One aspect of this problem which has 
proved very troublesome relates to the treat- 
ment of entities in an affiliated or closely 
related group. The Renegotiation Act 
makes no specific provision for “consoli- 
dated” renegotiation, yet it is plain to all 
that every consideration of equity and fair 
dealing weighs strongly against the recovery 
of excessive profits from one pocket of a 
coat when there is a deficit or very low 
profits in another pocket of the same coat. 


This problem was met administratively by 
the adoption of asort of hybrid “consoli- 
dated” renegotiation in appropriate cases. 
Under this procedure, the renegotiable 
operations and data for the members of the 
group were considered together, intercom- 
pany transactions were eliminated, and a 
determination of excessive profits was ar- 
rived at on this basis. The determination 
so arrived at, however, was not made against 
the group but against the individual entities. 
Thus, the technical requirements of the act 
were observed but at the same time in proper 
cases the harsh and unfair effects which 
would have resulted from a strict adherence 
to individual entity renegotiation were 
avoided. 


Applying the rebate provisions, which re- 
late specifically to “the contractor or sub- 
contractor,” to a closed case involving one of 
these “consolidated” renegotiations, appears 
to leave the Board no alternative but to 
measure the rebate of each individual entity 
having excessive profits by its own recom- 
puted amortization and denying to it the 
benefit of the recomputed amortization of 
the other members of the group for which 
no excessive profits were determined. 


In a few cases, particularly those involv- 
ing long-term construction contracts, rene- 
gotiation was conducted on a basis other 
than that of the contractor’s fiscal year. In 
such cases, it was difficult to make a precise 
allocation of the excessive profits to the 
taxable years involved. In most of these 
cases the allocation was arrived at by nego- 
tiation between the contractor and the re- 
negotiation officials, and the result reached 
was accepted for tax purposes by the Bu- 
reau of Internal Revenue without question. 
The Renegotiation Regulations specifically 
provide that the allocation of excessive 
profits to a fiscal year made in the renegotia- 
tion in such cases “will be conclusive in 
determining the amount of the gross renego- 
tiation rebate.” 


Numerous other questions have arisen in 
connection with the rebate. For some of 
these questions, the regulations indicate an 
answer. For others, there is area for dis- 


pute. [The End] 
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HE PRESENT STATUS of the law of 

commercial financing is complex and far 
from satisfactory. The difficulty of safe- 
guarding loans is greatly increased for the 
lender on accounts receivable when the tax 
collector appears on the scene. This phase 
of taxation is but one of many tax ques- 
tions with which such lenders are concerned. 
The narrow problem discussed here deals 
with the claims of such lenders against 
borrowers as affected by tax claims against 
the borrowers. 














Let us assume that a manufacturer who 
sells to jobbers and retailers borrows money 
on the receivables resulting from such sales, 
and that his liabilities include unpaid taxes. 
The problem, as I interpret it, involves 
a survey of the circumstances under which 
the lender on the security of accounts re- 
ceivable is entitled to avail himself of his 
security before the tax collector (federal, 
state or municipal) may have recourse 
to such accounts. Obviously, the implied 
problem arises only if the borrower is un- 
able, or, for any other reason, fails, to meet 
his tax obligations. Then, and only then, 
does the contest emerge between the tax 
collector and the lender on receivables. 


So far as our problem is concerned, the 
basic pertinent federal statute is Section 
3670 of the Code, which provides, in part: 


“If any person liable to pay any tax 
neglects or refuses to pay the same after 
demand, the amount shall be a lien 
in favor of the United States upon any 
property and rights to property, whether 
real or personal, belonging to such person.” 

Under Section 3671 of the Code, the lien 
attaches when the assessment is made and 
a document known as the assessment list 
is forwarded from the Commissioner’s office 
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TAX LIENS v. PRIVATE CREDITORS’ LIENS 


By JOSEPH J. KLEIN 





Mr. Klein, senior partner of the firm of Klein, Hinds & Finke, certified public 
accountants, New York, presented the material in this article at the recent National 
Conference of Accounts Receivable Companies in New York City. Mr. Klein grate- 
fully acknowledges the assistance of Arthur Goodman, a member of the New York bar 









and received by the Collector of Internal 
Revenue. Thus, the federal lien arises after 
futile demand or when the Collector re. 
ceives the assessment list. In any event, the 
lien continues until the tax liability is paid 
or becomes unenforceable “by reason of 
lapse of time.” 


Section 3672 of the Code is the most 
important federal provision for our present 
purposes. It deals with the validity of 
the government’s lien against a number of 
creditors including, specifically, pledgees. 
Since a lender on receivables is a pledgee, 
this statute is directly applicable to our 
problem. The statute provides, in effect, 
that the government’s lien is not valid 
against pledgees (and the other types of 
creditors mentioned) unless a notice of lien 
is filed by the collector in the appropriate 
office authorized by the law of the state 
where the property sought to be subjected 
to the lien is situated. 


Under certain circumstances, the govern- 
ment may have, besides its lien, a so-called 
“priority” for the payment of debts, includ- 
ing unpaid taxes, owing to it. Title 31, 
U. S. C., Section 191 (Revised Statutes, 
Section 3466), which grants this priority, 
provides, in part, as follows: 


“Whenever any person indebted to the 
United States is insolvent . . ., the debts 
due to the United States shall be first satis- 
fied; and the priority hereby established 
shall extend as well to cases in which a 
debtor, not having sufficient property to pay 
all his debts, makes a voluntary assignment 
thereof, or in which the estate and effects 
of an absconding, concealed, or absent 
debtor are attached by process of law, as 
to cases in which an act of bankruptcy is 
committed.” 
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Whether a lender’s lien, even though 
specific and perfected, can ever prevail 
against the subsequently attaching priority 
of the United States, has never been ex- 
pressly decided by the Supreme Court. 
(United States v. Waddill, Holland & Flinn, 
Inc., 323 U. S. 353 (1945) [45-1 ustc J 9126].) 
It has been implied, however, that the 
lender would prevail in such a case. (Peo- 
ple of the State of New York v. Maclay, 288 
U. S. 290 (1933) [3 ustc § 1044]; United 
States v. Knott, 298 U. S. 544.) The Board 
of Tax Appeals has so held on what appears 
to me to have been questionable authority: 
“It is settled law that Federal taxes have 
no priority over valid preexisting liens.” 
(Union Guardian Trust Company, 41 BTA 
1306 (1940) Acq. [CCH Dec. 11,127].) 
Quite true; but the question always reserved 
is whether a given lien; despite lip service 
to state law, is sufficiently “specific and 
perfected” by federal standards. 


The language of the statute might ap- 
pear to mean that insolvency, of itself, 
brings the priority into operation. How- 
ever, the cases hold that the priority arises 
only if the insolvency is accompanied by any 
one of three overt manifestations, namely: 
(1) a voluntary assignment of assets; (2) 
attachment of the property of an abscond- 
ing, concealed or absent debtor; (3) com- 
mission of an act of bankruptcy (Equitable 
Trust Company v. Connecticut Brass & Manu- 
facturing Corporation, 290 F. 712 (CCA-2, 
1923).) 

The priority whcih Section 3466 gives to 
the government is not a first priority where 
there has been actual bankruptcy of the 
taxpayer. In such a situation, the order 
of priority is that prescribed by the Bank- 
ruptcy Act. Section 104 of that act lists 
among “prior priorities” the administration 
expenses incurred in connection with the 
bankruptcy proceeding and certain. classes 
of claims for wages. 

The effect of the statutes to which we 
have referred is that a lender on open ac- 
counts can prevail over the government’s 
lien or priority only under the following 
conditions: (1) The lender must have a 
perfected, specific lien upon the receivables 
(People of the State of New York v. Maclay, 
supra); (2) the lender’s lien must have at- 
tached before the effective date of the gov- 
ernment’s lien; and (3) if the government 
claims its priority, the lender’s lien must 
have attached before the events have taken 
place which bring the priority into operation. 

An illustration of the operation of the 
Statute appears in the case of United States 
v. Bank of Shelby, 68 F. (2d) 538 (CCA-5, 
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1934) [4 ustc J 1226]. The bank had loaned 
money to a depositor and held his bank 
account as security for the loan. This 
security arrangement was completely per- 
fected in all respects before the insolvency 
of the borrower and before the time when 
the federal tax collector made a levy on the 
account. Because of the priority of the 
bank’s perfected lien, the court properly 
held that the bank was justified in treating 
the balance in the account as an offset 
against the promissory note of the borrower 
and that the bank’s claim on the note was 
entitled to preference over the government’s 
levy. 

The problem, then, is to ascertain how 
the lender may acquire a lien on the bor- 
rower’s accounts receivable sufficiently per- 
fected and specific to be respected by the 
courts to the extent of being given prece- 
dence, not only over general creditors of 
the borrower but also over the federal tax 
collector. 


‘““Non-Notification”’ Lending 


The borrowers with whom lenders on 
accounts receivable deal frequently find it 
desirable to secure loans under agreements 
which do not require that customers be 
notified that their debts have been assigned. 
Statutes, now enacted in most of the states, 
sanction this so-called “non-notification” 
financing by permitting, as an alternative 
to notifying the borrower’s customers, some 
procedure, providing that the lender, upon 
compliance with the statutes, acquires a 
lien on the accounts. Mr. Walter D. Yan- 
kauer, in a scholarly and exceedingly clear 
and comprehensive paper, referred to 
factors’ liens under Section 45 of the Per- 
sonal Property Law of New York. He 
dealt, inter alia, with such liens based on 
receivables which are expected to result 
from sales out of a stock of pledged mer- 
chandise. The borrower may execute an 
assignment covering generally all of the 
receivables which will arise from the an- 
ticipated sales. Under this procedure the 
seller is required to notify the customer. 
The same section of the Personal Property 
Law also provides that if, instead of a gen- 
eral assignment of the future receivables, a 
Specific assignment of each open account is 
delivered to the lender as the account arises, 
the latter, even without notification to the 
borrower’s customers, acquires a lien on 
the account, which, as a matter of state law, 
is valid against the borrower’s creditors. 


Under a Pennsylvania statute, an assign- 
ment of accounts receivable may be per- 
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fected either by “a recording thereof upon 
the books of account,” made concurrently 
with the assignment, or, in the alternative, 
hy notification to the borrower’s customers. 
(69 Purdon’s Pa. Stat., Sections 561-563 
(1941).) 


Protective State Statutes 


Where the contest is between the lender, 
with his claim to a lien, and the borrower’s 
unpaid state and local taxes and his: unse- 
cured and general creditors, these state stat- 
utes favoring the lender may afford him 
full protection. This is so for the reason 
that it is local law which gives or denies 
such a lender his lien as against general 
creditors and state and local claims. (Spo- 
kane County v. United States, 279 U. S. 80 
(1929) [1 ustc J 387].) However, in view 
of the attitude of the federal courts toward 
secret liens (soon to be discussed), the 
status of a federal tax lien or priority must 
be separately considered. In that connec- 
tion, it is necessary to consider whether 
the courts are likely to hold that the lien 
of the “non-notification” lender is suffi- 
ciently perfected and specific so that it may 
prevail against the federal tax collector’s 
lien or priority. 

No court decisions pass directly upon the 
question of whether a lender is entitled .to 
succeed against the federal tax collector 
where he has acquired a lien by proceeding, 
without notification, under Section 45 of the 
Personal Property Law of New York or 
under comparable provisions of other state 
laws. Certain language in the opinions of 
the federal courts, however, as well as the 
traditional antipathy of these courts toward 
secret liens, would indicate that the lender 
in such a situation would not prevail. 


Failure of State Priority 


Repeated efforts of the states to equip 
themselves or their political subdivisions, by 
statute, with tax liens superior to that of 
the federal government, have all met with 
failure. (United States v. Waddill, Holland 
& Flinn, Inc., supra; People of the State of 
New York v. Maclay, supra; In re Lincoln 
Chair & Novelty Company, Inc., 274 N. Y. 
353 (1937) [37-2 ustc J 9487]; United States 
v. State of Texas, 314 U. S. 480 (1941) [42-1 
ustc 99162]; State of Michigan v. United 
States, 317 U. S. 338 (1943) [43-1 ustc 
79225. See also, Matter of Ryan, 294 N. Y. 
85 (1945).) 

In the case of State of Michigan v. United 
States, supra, for example, it was held that 
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the “priority of payment commanded }, 

[federal statute] could not be se; 
aside by state legislation.” In that case the 
court rejected the contention that the State 
of Michigan could, by statute of its own, 


acquire a tax lien superior to the lien of 


the United States for estate taxes. In the 
Lincoln Chair & Novelty Company case, 
supra, the State of New York did every. 


thing prescribed by local statute in order 


to acquire a lien for corporate franchise 
taxes. The state law did not provide that, 
in order to bring the lien into existence, it 
was necessary for the local authorities to 
seize specific property of the taxpayer. The 
Court of Appeals held, however, that the 
lien of the State of New York was not valid 
against the federal tax collector because 
no application of specific property had taken 
place prior to the effective date of the fed- 
eral priority for the payment of taxes. 


The narrow and specific holding of the 
court in that case was that the lien of the 
State of New York could not become 
specific until property of the taxpayer was 
applied to the tax obligation. This hold- 
ing need not necessarily disturb the lender 
on receivables, for he may apply specific 
open accounts to the payment of his debt 
long before any tax claim ripens into a lien 
and long before a federal priority arises. 
However, the broad underlying premise of 
the decision was that literal compliance 
with the provisions of local law governing 
the creation of liens, short of application of 
specific property, even in favor of the state 
itself, furnishes no absolute assurance of 
preference as against a federal tax lien or 
priority subsequently perfected. It is this 
fundamental proposition which, when the 
question involving a federal lien is presented 
for adjudication, will confront the lender 
whose lien satisfies the applicable state stat- 
ute but whose position is that of the secret 
lienor without real dominion or control over 
his security. 


The basis of the lender’s argument in such 
a case, when presented to the court, will be 
that Code Section 3672 protects “pledgees” 
whose liens have arisen before the effective 
date of a federal tax lien or priority; that, 
in the absence of any federal statute in 
point, it is state law which alone determines 
who is a pledgee; and, finally, that since 
the lender has complied with local law, his 
status as a prior pledgee must be respected. 

The consequence of this argument would 
be that the federal tax collector’s lien is 
subject to liens of pledgees, however secret, 
so long as local law is satisfied. This view, 
opening the door as it would to potential 
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nullification of federal tax liens by state 
legislatures, seems unsound in principle and 
is irreconcilable with the traditionally pre- 
ferred position of the sovereign. (United 
States v. Snyder, 149 U. S. 210 (1893).) 


Since the states have been uniformly un- 
successful in their efforts to legislate them- 
selves or their political subdivisions into a 
position of preference over the federal tax 
collector, it is hardly to be expected that 
state legislation can achieve that result for 
the benefit of a lender on receivables. 


Danger of Secrecy 


From the decisions of the courts it ap- 
pears that the defect most surely fatal to 
the lender’s lien is secrecy. In Corn Ex- 
change Bank v. Klauder, 318 U. S. 434 (1943), 
a lender on receivables failed to comply 
with Pennsylvania law, which required 
notification of the borrower’s customers. 
This failure alone caused the Supreme Court 
to reduce the lender to the status of a gen- 
eral creditor. The Supreme Court, how- 
ever, went considerably further than the 
case required. It asserted, in the clearest 
of terms, a strong hostility toward secret 
liens on receivables. While some author- 
ities disagree with me, I regard the Court’s 
dictum as a warning that in a contest be- 
tween a lender on receivables and the fed- 
eral tax collector, whose status is a matter 
of federal and not of state law, the factor 
of secrecy may be decisive. 


A recent case involved certain Virginia 
statutes which gave liens to cities for unpaid 
local taxes, and to landlords for unpaid rent. 
The debtor, having become insolvent, made 
a general assignment for the benefit of 
creditors on June 19, 1941. The federal 
priority for the payment of taxes and other 
debts owing to the United States thus arose 
on that date. 


Twelve days later, the landlord levied on 
the property of the tenant-debtor. It would 
certainly seem that, as a matter of prin- 
ciple, the landlord’s levy was too late to 
oust the federal government from its prior- 
ity. The highest court of Virginia, how- 
ever, upheld the landlord on the theory that 
the making of a levy was not necessary in 
order to perfect the lien. The state court 
held that the statutes of that state “give 
the landlord a lien which is fixed and 
specific, and not one which is merely 
inchoate, and that such a lien exists inde- 
pendent of the right of distress or attach- 
ment, which are merely remedies for enforc- 
ing it.” On appeal to the Supreme Court 
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of the United States, the determination in 
favor of the landlord was reversed. The 
specific reason for the reversal was that the 
landlord failed to levy on the debtor’s prop- 
erty before the federal priority arose. The 
language in the Supreme Court’s opinion, 
as to the effect of state law on the federal 
tax collector, is interesting and significant: 


“These interpretations of the Virginia 
Statutes, as propositions of state law, are 
binding. But it is a matter of federal law 
as to whether a lien created by state statute 
is sufficiently specific and perfected to raise 
questions as to the applicability of the 
priority given the claims of the United 
States by an act of Congres. If the priority 
of the United States is ever to be displaced 
by a local statutory lien, federal courts must 
be free to examine the lien’s actual legal 
effect upon the parties. A _ state court’s 
characterization of a lien as specific and per- 
fected, however conclusive as a matter of state 
law, cannot operate by itself to impair or 
supercede a long-standing Congressional dec- 
laration of priority. Field v. United States, 
9 Pet. 182, 201, 9 L. Ed. 94; United State: 
v. Oklahoma, 261 U. S. 253, 260, 43 S. Ct 
295, 297, 67 L. Ed. 638; Spokane County v. 
United States, supra, 279 U. S. at page 90, 
49 S. Ct. at page 323, 73 L. Ed. 621.” (Italics 
supplied.) 


A further comment of the Court indicates 
its attitude toward secret liens: 


“Nor was the statutory lien perfected as a 
matter of actual fact, regardless of how com- 
plete it may have been as a matter of state 
law. The tenant was divested of neither title 
nor possession by the silent existence of the 
landlord’s statutory lien on the date of the 
assignment.” (Italics supplied.) 

The Virginia court had also held that, by 
state statute, a tax claim in favor of a city 
was entitled to preference over the federal 
tax collector. This holding, too, was re- 
versed by the United States Supreme Court. 
The Supreme Court rejected the argument 
that a lien, in favor of the municipality, 
which arose “by operation of state law,” 
could take precedence over the federal tax 
collector, and held, as in the case of the 
landlord, that only an actual levy, antedat- 
ing the federal tax priority, could give the 
city a preferred position. (United States v. 
Waddill, Holland & Flinn, Inc., supra.) 


Dominion Shifted to Lender 


After reading the Klauder and the Wad- 
dill opinions in the context of earlier deci- 
sions, it appears safe to assert that the 
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lender who seeks protection for his lien 
against the federal collector would be well 
advised to avoid secrecy. Unless dominion 
over the,open account is shifted from the 
borrower to the lender, by virtue of the 
provisions and performance of the loan 
agreement, the lender’s lien will fail against 
the federal collector. Where, under state 
law, assignment of accounts receivable is 
“fraudulent” as against creditors, that is, 
secret and without transfer of dominion, the 
lender’s lien is, of course, of no avail even 
against general creditors. (Benedict v. Rat- 
ner, 268 U. S. 353 (1925); Lee v. State Bank 
& Trust Company, 38 F. (2d) 45 (CCA-2, 
1930).) 

The decisions most favorable to the 
lender, which provide the utmost legal pro- 
tection against the claims of the tax col- 
lector, are those in which the facts estab- 
lished that dominion had been shifted to 
the lender by notifying the borrower’s 
customers and directing them to pay the 
lender. (In re Vardaman Shoe Company, 52 
F, Supp. 562 (D. C. Mo., 1943); In re Seim 
Construction Company, 37 F. Supp. 855 (DC 
Md., 1941); Rabinowitz v. Peoples National 
Bank, 235 Mass. 102, 126 N. E. 289 (1920); 
In re Quaker City Sheet Metal Company, 129 
F. (2d) 894 (CCA-3, 1942), aff’d in Corn 
Exchange Bank v. Klauder, supra.) 

While other procedures, short of notifica- 
tion, have succeeded against general cred- 
itors of the borrower, it would be rash to 
assume similar success when opposed by the 
federal tax collector. 

In one case, for example, the borrower 
was permitted to utilize the proceeds of the 
accounts for its business, but was required 
to pay the lender, at sixty-day intervals, 
all of the sums collected during those 
periods. The case is probably a very close 
one, but the lender’s lien as against gen- 
eral creditors was upheld. (Parker v. Meyer, 
37 F. (2d) 556 (CCA-4, 1930).) 

In another case, a loan of $15,000 was 
made on receivables under an agreement 
which provided for the assignment of the 
security to the lender and which provided 
further that collections on the assigned ac- 
counts were to be paid immediately to the 
lender or deposited in a special bank ac- 
count. Such moneys as were deposited in 
the account were to be held by the bor- 
rower (later bankrupt) as trustee for the 
lender until the latter made demand for 
payment. The lender gave his power of 
attorney to the president of the borrower, 
a corporation, authorizing the making of 
withdrawals from the account for use in the 





borrower’s business, with the understand. 
ing that no withdrawals were to be made 
until accounts aggregating substantially the 
Same amount were assigned to the lender. 
and that in no event were the assigned ac. 
counts to be permitted to fall below the 
face value of $18,000. 


As each new account was opened, the 
borrower’s ledger sheet was stamped “for 
value received this account is assigned to” 
the lender. Shortly after the first of each 
month, the borrower assigned to the lender 
all accounts created up to the twenty-six 
day of the preceding month. (Lindsay », 
Rickenbacker, 116 F. (2d) 29 (CCA-5, 1940).) 


The court held that the trustee in bank. 
ruptcy of the borrower was not entitled to 
set aside the lien as an unlawful prefer- 
ence. The significant feature of this case 
is that the reservation to the borrower of 
the right to substitute new accounts in place 
of those originally pledged was not held to 
be a reservation of dominion so as to de- 
stroy the lender’s lien as against the bor- 
rower’s general creditors. 


Borrower as Collection Agent 


It has been stated by the courts that the 
lender may, without loss of his lien, au- 
thorize the borrower to collect the accounts 
as his agent. (Matter of Helfenbein, 32 F. 
Supp. 26 (1940).) Where such a right is 
reserved to the borrower, he is not to com- 
mingle the proceeds of the accounts with his 
own separate funds. A series of cases, of 
which In re Fergusson Drug Company, Inc., 
19 F, Supp. 206 (1937), is typical, holds that 
while the lien is not destroyed by the afore- 
mentioned agency relationship, that rela- 
tionship ceases to exist where commingling 
is permitted. In the Fergusson Drug case, 
the court held that such commingling of 
funds collected on the assigned accounts, 
with other funds of the borrower, left the 
parties in the relationship of debtor and 
creditor. The lender in that case was, there- 
fore, unsuccessful in sustaining his lien. 


As we have said, none of these reported 
“non-notification” cases involved the fed- 
eral tax collector, and his presence before 
the court quite probably would have re- 
sulted in defeat of the lender’s lien in so far 
as the federal tax claim would have been in 
issue. The Klauder case makes it hazardous, 
indeed, to recommend to the lender on ac- 
counts receivable, as legally safe against the 
federal tax claim, any practical procedure 
which excludes notification to the bor- 
rower’s customer. 
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State of New York Claims 


In addition to the. federal tax collector, 
the lender on open accounts may find him- 
self opposed by state and municipal au- 
thorities, with their respective tax claims. 
To illustrate, a few observations concern- 
ing the claim of the State of New York for 
unpaid corporate franchise taxes and per- 
sonal income taxes may be helpful. 


The New York state tax lien for unpaid 
franchise taxes attaches on the first of 
January following the date when the return 
is required to be filed. (New York Tax 
Law, Section 213 (2).) Unlike the federal 
rule, there is no requirement for filing a 
notice of lien or for compliance with any 
other procedural requirements. This lien, 
when it attaches, is only general and, as 
the courts have said, “inchoate.” (People 
of the State of New York v. Maclay, supra.) 
The fact that it is general and inchoate 
subordinates the claim of the State of New 
York to that of the federal government. 
(Gerson, Beesley, & Hampton, Inc. v. Shu- 
bert Theatre Corporation, 7 F. Supp. 399) 
{1934 CCH { 9330].) 


The state may perfect its franchise tax 
lien by the issuance of a warrant to a 
sheriff and the making of a levy on prop- 
erty of the tax delinquent. The State of 
New York prevails over the United States 
only if its claim is perfected before the 
federal priority or federal lien attaches. 
(In re Lincoln Chair & Novelty Company, 
Inc., supra.) 


It is only vis-a-vis the claim of the fed- 
eral government that the courts require the 
state to perfect its franchise tax lien. 
Against a private secured creditor, except 
where the security is in the form of a mort- 
gage on real estate, antedating the default 
in taxes, the state prevails even without 
making a levy. 


The lien for unpaid personal income tax 
attaches when a warrant, issued by the State 
Tax Commission to a county sheriff, com- 
manding him to levy on the taxpayer’s real 
and personal property, is docketed in the 
county clerk’s office as a judgment against 
the taxpayer. The filing of the warrant 
has the legal effect of the docketing of a 
judgment. Under New York law, the re- 
cording of a judgment affords a lien only 
against real estate of the debtor. Since the 
filing of the judgment does not give rise 
to a lien against receivables, the state can 
acquire a lien against such assets only by 
the making of a levy. 


Tax Liens v. Private Creditors’ Liens 


In one case, Matter of Balsam v. Kue 
Products Corporation, 184 Misc. 207 (1945), 
a judgment creditor had a receiver ap- 
pointed for the property of the debtor. The 
receiver from time to time filed intermediate 
accountings with the court, and on each 
accounting the court directed the payment 
to the creditor of moneys realized out of 
the receivership. On the final accounting, 
the State of New York for the first time 
appeared and asked that the receiver be 
surcharged for unpaid franchise taxes in- 
curred in three earlier years. 


The court refused to surcharge the re- 
ceiver since the payments had been made by 
him in good faith and authorized by court 
order. Although the court did not find 
that the creditor had accepted the moneys 
with knowledge of the unpaid tax, it held, 
nevertheless, that the creditor must make 
restitution for the moneys received by it to 
the extent that the state’s tax lien had al- 
ready arisen at the times of distribution, and 
that these moneys be applied to the pay- 
ment of the tax. 


Certainly here the private creditor had 
far more than alien. It had received actual 
payment pursuant to court order before the 
state took any steps to assert its claim. The 
court held, however, that the creditor 
and the receiver should have ascertained 
whether any franchise taxes were owing to 
the state before applying to the court for 
leave to distribute the proceeds of the re- 
ceivership. 


Apparently, therefore, New York State, 
once its franchise tax lien arises, may sit 
by and wait for the fruits of a receivership 
to develop, and then, for the first time, 
assert its claim. Lenders might do well, 
therefore, to keep apprised of the borrower’s 
position with regard to New York fran- 
chise taxes, for even if specific property is 
sought, by judicial proceeding, to be sub- 
jected to the payment of the private debt, 
a court may recognize the state’s priority, 
however belatedly asserted, and may sub- 
ordinate the private creditor or even com- 
pel him, as in the Balsam case, supra, to 
make restitution for money innocently ac- , 
cepted in ignorance of the state’s claim. 


Priority of State Sovereignty 


As a matter of principle, it would appear 
to be a sound conclusion that a lender who 
perfects his lien in full compliance with 
the state statute would be protected against 


later asserted state taxes. However, this 
@ priori reasoning is often in conflict with 
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the state sovereignty, which is generically 
superior .to, and preferred over, the claims 
of private creditors. It sometimes has been 
held that this preference is to be enforced 
except where, by reason of specific stat- 
utory exception, a different rule exists. 
Thus, it has been held that the State of 
New York need not rely on any statute 
to establish its preferred position; on the 
contrary, the state is preferred unless a 
statute otherwise prescribes (Smith v. 
Meader Pen Corporation, 254 App. Div. 397; 
al?d 280 N. Y. 554 (1939).) This basic 
reasoning appears to apply not only to state 
franchise taxes but to other state taxes as 
well. 


Illustrative Case 


By way of conclusion, let us consider 
the following hypothetical case: Under an 
agreement entered into on January 10, 1946, 
a loan of $25,000 is made. The loan is se- 
cured by an assignment of an account re- 
ceivable in the sum of $30,000 created on 
that date. The borrower’s customer is duly 
notified of the assignment of the account 
and is directed, by an appropriate legend 
on the invoice, to make payment to the 
lender on the due date of the invoice, March 
10, 1946. 


On March 1, 1946, the lender becomes 
insolvent and commits an act of bankruptcy, 
and on the same day a petition in bank- 
ruptcy is filed by or against him. 

A jeopardy assessment for collection of 
federal income tax is made on March 11, 
1946. The borrower is also delinquent in 
the payment of the New York state cor- 
porate franchise tax, a lien having attached on 
January 1, 1946; and, let us assume, a lien 
for unpaid state income tax became effective 
on February 1, 1946. 


What is the position of the secured lender 
in relation (1) to the federal tax collector 
and (2) to the New York state tax col- 
lector? 

The answer to this question is as follows: 
The lender had a perfected and specific lien 
on the assigned account prior to the time 
when the borrower’s insolvency and com- 
mission of an act of bankruptcy brought 
the federal tax priority into operation. The 
lender’s lien had also attached prior to the 
time when the jeopardy assessment brought 
the federal lien into existence. 


The lender is a pledgee with a perfected 
and specific lien on personal property which, 
because it attached before the effective date 
of the federal tax lien and priority, is valid 
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as against the claim of the federal tax col. 
lector. (Section 3672, I. R. C.; Exchange 
National Bank of Tulsa v. Davy, 13 F. Supp. 
226 (DC Okla., 1936) [36-1 ustc { 9053],) 

The lien of the State of New York for 
unpaid corporate franchise and income tax 
attached on January 1, 1946, and February 
1, 1946, respectively, each earlier than the 
date when the lender’s lien was perfected. 
Under these circumstances the New York 
state tax lien for income and corporate 
franchise tax is entitled to priority over the 
lender’s lien. (Smith v. Meader Pen Corpora- 
tion, supra; Ferris v. Chic-Mint Gum Com- 
pany, 14 Del. Ch. 232, 124 Atl. 577.) Any 
balance of the pledged account, remaining after 
satisfaction of the state’s tax claim, would be 
payable to the secured lender since his lien 
is paramount to that of the federal govern- 
ment. 

Let us assume, on the other hand, that the 
lender’s lien was specific and _ perfected 
before any New York state lien for corpo- 
rate franchise or personal income tax arose, 
Would the state prevail over the lender? 
The cases do not answer this question 
clearly. The Supreme Court of the United 
States has stated that the New York state 
corporate franchise tax lien has “priority 
over prior incumbrances.” (Marshall v. New 
York, 254 U. S. 380 (1920).) The New York 
Court of Appeals has declared to the same 
effect. (New York Terminal Company v. 
Gaus, 204 N. Y. 512 (1912).) Though the 
stated question was not before the court 
in either instance, there is language in both 
opinions which would indicate that, at least 
where the corporate franchise tax lien is 
involved, the state prevails despite the prior 
attachment of the lender’s lien. 

The New York state lien for income tax 
attaches, as we have seen, when a war- 
rant, issued to a sheriff, is filed as a judg- 
ment. Under New York law the filing of 
a judgment does not create a lien on per- 
sonal property, and, therefore, not on ac- 
counts receivable. Hence, the state’s claim 
for income tax would appear to prevail over 
a secured lender’s lien only if the state levied 
on the receivables before the lender’s lien 
thereon became perfected and specific. 


Summary 


‘To summarize: The lender who has per- 
fected his lien against the borrower's ac- 
counts receivable generally is protected 
against all later asserted federal, state and 
local taxes, except such taxes as New York 
state franchise taxes. Strict compliance with 

(Continued on page 276) 
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TALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


NECESSARY DERIVATIVE from the 
Dc “To learn a subject, teach it,” 
is “To prove you know a subject, tell some- 
one else about it so he can understand it.” 
The Shoptalker has diligently studied 
California’s personal income taxes as a prepa- 
ration for practicing. At the risk of expos- 
ing his ignorance (but in hopes he may help 
others who are even more recently arrived 
in California), he is devoting most of his 
space this month to consideration of those 
taxes. Most of his observations are by way 
of contrast with the Internal Revenue Code. 


Due Dates 


California calendar year tax returns are 
due on April 15. This gives the taxpayer, 
and the tax practitioner, a chance to re- 
cover from the shock of March 15. The tax 
may be paid in three equal installments, the 
others being due August 15 and December 
15. The last puts a crimp in Christmas 
shopping. 


Joint Returns 


Because of the relatively high exemptions 
($4,500 for a married couple), separate re- 
turns are not as important in state as in 
federal practice. Suppose the sole income 
of a family of four (two being children 
under eighteen) is the man’s salary of $7,000. 
As community property, each spouse gets 
an exemption of $2,650, or half of $4,500, 
plus $400 for one dependent. Each would 
pay a tax of $8.50, being one per cent of 
the excess of income over exemptions. A 
joint return would show: 


Income 
Exemptions 


$7,000 
5,300 


Subject to tax 


_.. $1,700 


and a tax of $17. Why bother with separate 
state returns? 


Talking Shop 


Joint or Separate? 


There is little difficulty in determining 


whether joint or separate returns should be 
filed for persons with income within the 
range of alternate tax tables, the pertinent 
part of which we present herewith: 


But not 
over 
$2,500 
2,550 
4,900 
4,950 
5,000 


Over 

$2,450 
2,500 
4,850 
4,900 
4,950 


Separate Joint 

$ .77 

1.24 a 
$ .83 
1.30 
77 


Tax Tables 


California has adopted a short form of 
return based on adjusted gross income and 
an alternative tax table. The table is in 
uniform $50 brackets. The chief difference 


from the federal optional tax table is that 


the standard deductions are computed at 


only six per cent of adjusted gross income. 


Thus, a single individual with adjusted 
gross income of $3,325 would pay a table 
tax of $1.26. The computation shows: 


Ae E. .. $3,325.00 
Less 6% 199.50 


3,125.50 
3,000.00 


Net income 
Exemption . 


Income subject to tax 
Tax @ 1% 


Hence, if the adjusted gross income is in 
the lower half of the bracket, the table gives 
a slight advantage. If the adjusted gross 
income is in the upper half, or if deductions 
exceed six per cent, the long form will be 
advantageous. However, actual deductions 
should be substantial to warrant the extra 
effort of computing the long form—at least, 
most taxpayers with adjusted gross income 
of less than $5,000 think so. 


$ 125.50 
1.26 
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Exemptions 


The disparity in exemptions for single and _ 


married taxpayers should be a cause for 
concern to sociologists. In the good old 
days federal exemptions were $1,000 for a 
single person and $2,500 for a married couple. 
This was slight but positive encouragement 
to matrimony, as it should be. California 
gives a single person $3,000, so marriage is 
discouraged by a twenty-five per cent pen- 
alty in the form of reduced exemption. 
Hollywood is blamed for many things. We 
neither know nor care whether to blame 
it for this. We know only that we do care 
about this discrimination, and hereby call 
on all Californians to demand a change. 


Capital Gains 


Assume that a certain individual has 
bought stock of the P. D. Q. Corporation 
as follows: 


1936—100 shares . kaa @ $50 
1939—100 shares .... .@ 55 
1942—-100 shares .......... .. @ 60 
1944—100 shares ae .-@ 65 
1945—100 shares .... wivesece Mat Se 
1946 (after July 1)—100 shares. . @ 75 


and that he sold the entire lot after Christ- 
mas in 1946 at $80. 


For federal tax purposes, he has long- 
term gains thus: 


100 shares @ $30 
100 shares @ 25 
100 shares @ 20 
100 shares @ 15 
100 shares @ 10 


$3,000 
2,500 
2,000 
1,500 
1,000 


$10,000 


Of this 
account. 


amount, he will take $5,000 into 


He also will have a short-term gain of 
$500. But in California he will compute his 
taxable gains thus: 


This gain is added to other income an 
taxed accordingly. 


No capital loss carry-over is permitted. 
The limit on capital losses is $2,000. 


Withholding 


There is no state income tax withholding 
applied to compensation for California resj- 
dents, as in the federal statutes. However, 
California has the enviable distinction of 
being one of four courageous states which 
require workers to contribute to unemploy- 
ment insurance. The rate is one per cent. 
This amount may be deducted from income 
for income tax purposes. 

Withholding is required, however, for per- 
sonal services rendered in California by non- 
residents. 


1947 


Rates and exemptions above mentioned 
are for 1946. In 1947 the state will return 
to what is called the “permanent” basis. A 
single person will get a $2,000 exemption 
and a married couple $3,500. Rates will be: 

Not exceeding $5,000—one per cent; for 
each additional $5,000—one per cent addi- 
tional up to $30,000, beyond which all is 
taxed at six per cent. 


Both in 1946 and 1947, California permits 
the “head-of-family” exemption, abolished 
in the Internal Revenue Code several years 
ago. 


Federal Deductibility 


The California income tax is deductible 
for federal tax purposes. Our thanks are 
hereby extended to Leonard Jacobson, CPA 
of Los Angeles, for inviting our attention to 
a quirk in the matter of where the state tax 
is deductible. It is regarded by local federal 
collectors, we are told, as a personal tax, 
and must be taken in full under “Taxes” on 
page 3 of Form 1040. This tends to increase 
the adjusted gross income and deductions 
based thereon. [The End] 
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100 shares @ $30 = $3,000 
100 shares@ 25= 2,500 
100 shares@ 20= 2,000 
100 shares@ 15= 1,500 
100 shares@ 10= 1,000 
100shares@ 5= 500 


Take 
Take 
Take 


30% (over 10 years) 

40% (5—10 years) 

60% (2— 5 years) 

Take 80% (1— 2 years) 

Take 80% (1— 2 years) .......... 
Take 100% (less than 1 year) 


$ 900 


Total taxable capital gain 
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TAX ITEMS OF SPECIAL INTEREST 


BERT V. TORNBORGH, CPA 


Bank Deposits in the United States for 
nonresident aliens are not property within 
the United States. for estate tax purposes. 
(Section 863 (b), I. R. C.) The District 
Court for the Southern District of New 
York decided that the character as a bank 
deposit is not lost by the fact that the alien 
created a revocable trust subject to his 
direction and control and named as trustee 
the bank which deposited the trust fund 
with itself individually. (City Bank Farmers 
Trust Company v. Pedrick, January 3, 1947 
(47-1 ustc J 10,536].) 

If the bank as trustee had cashed the 
deposit and retained it in the form of cur- 
rency in its vaults, it would have been tax- 
able under Section 862 (b) I. R. C. Property 
which the decedent has transferred, by trust 
or otherwise, is deemed to be situated in 


) the United States for estate tax purposes 


if situated there either at the time of the 
transfer or at the time of the decedent’s 
death. But a bank deposit does not lose its 
immunity from taxation because it consti- 


F tutes an element of a trust estate or because 
) the trustee makes a deposit with itself in- 
} stead of with another bank. 


* * * 


Proceeds of Life Insurance Policy under 
a group insurance contract were included in 
full in an employee’s gross estate. (Tax 
Court in Estate of Welliver v. Commmis- 


; sioner, 8 TC —, No. 18, January 28, 1947 


[CCH Dec. 15,567].) This is justified on 
the basis of Section 811 (g) (2), I. R. C. 
First, the employee had the right to change 
his beneficiary, which is an incident of 
ownership. Second, though the employer 
paid a substantial part of the premiums, 
such payments were in the nature of addi- 
tional compensation. The premiums were 
considered to be paid “directly or indi- 
rectly” by the decedent. Even if the policy 
had not been taken out by the employee 
himself but by either the group or the em- 
ployer, the situation would not be different. 


Tax Items of Special Interest 


As the court points out, the Revenue Act 
of 1942 changed the phrase in Section 811 
(g), “insurance under policies taken out by 
the decedent upon his own life,” to “insur- 
ance under policies upon the life of the 
decedent.” 
* * x 

Restricted Indian was held taxable on 
capital gain from the sale of timber, though 
she was on the cash basis. The proceeds 
of the sale were paid to the Superintendent 
of the Indian Agency. Only $50 of a total 
in excess of $6,000 was paid during the tax- 
able year to the taxpayer, who was restricted 
in the disposition of her account with the 
agent. (Tax Court in Scott v. Commissioner, 
8 TC —, No. 13, January 23, 1947 [CCH 
Dec. 15,560].) The case was decided on 
the theory that the taxpayer as a member 
of the Quinaielt Indian tribe is a ward of 
the United States Government. The Super- 
intendent of the Indian Agency is in the 
position of a guardian. Income received by 
a guardian for an incompetent is taxable 
income to the minor in the year when re- 
ceived by his guardian, though the incom- 
petent cannot demand that the property be 
turned over to him. 

x ok x 


Assignment of Share in Partnership In- 
terest to Divorced Wife in settlement of her 
claims for alimony did not operate to make 
the income taxable to the wife. So the Tax 
Court ruled in Siarto v. Commissioner, Janu- 
ary 7, 1947 [CCH Dec. 15,557 (M)]. Fol- 
lowing Burnet v. Leininger, 285 U. S. 136 [3 
ustc $909], the court found that the wife 
had only a derivative interest. Though she 
had a right enforceable in equity, the profit 
share was held to become first partnership 
income to the husband before it became the 
wife’s property. The case differs from the 
usual family partnership cases. There was 
really no intention to divide income among 
the members of a family. The assignment 
was supported by good consideration. But 
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the court refused to attribute the fruits “to 
a different tree from that on which they 
grew,” as the Supreme Court said in Lucas 
v. Earl, 281 U. S. 111 [2 ustc 7496]. The 
case was decided under 1940 law. Under 
present law the husband’s position could 
have been maintained under Sections 23 (u) 
and 22 (k), I. R. C. The payments to the 
wife qualify as periodic payments in dis- 
charge of an obligation to support the wife. 
*x* * * 


Estate Planners’ fees are recognized as 
deductible nonbusiness expenses under Sec- 
tion 23 (a) (2), I. R. C., as are attorneys’ 
fees for advice with respect to the purchase 
of tax-anticipating, interest-bearing bonds. 
(Tax Court in Bagley v. Commissioner, 8 TC 
—, No. 14, January 23, 1947 [CCH Dec. 
15,561].) Such fees are clearly related to 
the management, conservation or mainte- 
nance of property held for the production 
of income. The same decision rejected, 
however, the deduction of attorneys’ fees 
with respect to the establishment of a trust 
for the taxpayer’s minor daughter and with 
respect to the release of certain powers of 
appointment which the taxpayer, as life 
beneficiary, held over certain trust corpora. 
The Tax Court did not find a proximate 
connection between those transactions and 
the management of property. We cannot see 
a substantial difference between the two 
issues. Generally, all these measures are 
intended to protect an estate as much as 
possible from the impact of taxes, in order 
to preserve the capital which produces the 
income. 

x & > 

Conditional Sales Contract is not in the 
nature of a mortgage within the meaning of 
Section 719 (a) (1). Amounts credited 
under such a contract, therefore, are not 


includible in borrowed capital for excess 
profits tax purposes. (Tax Court in Con. 
solidated Goldacres Company v. C ommissioney, 
8 TC —, No. 9, January 21, 1947 [CCH 
Dec. 15,554].) But advances made by 
factor on the assignment of accounts receiy. 
able are includible in borrowed invested 
capital as given under a mortgage, regard. 
less of whether or not the factor’s contrac; 
speaks of a purchase of accounts receivable 
This has been decided by the Second Circuit 
Court of Appeals in the Brewster Shirt Cor. 
poration case [47-1 ustc {J 5905]. 
* * * 


Portal-to-Portal back pay and liquidated 
damages will be recognized by the Treasury 
as deductible by the employer in the years 
in which the services to which the payments 
relate were rendered. (I. T. 3836, January 
22, 1947 [474 CCH {6081].) Under pre. 
vious practice a deduction could be taken 
if a contingent liability was in question. The 
present ruling is based on the theory that 
the approved method most clearly reflects 
the income of the taxpayer. To appear con- 
sistent, the Treasury permits the fiction that 
an employer in an action contests the amount 
rather than the fact of liability. Since refund 
claims for the year 1943 will generally be 
barred by the Statute of Limitations after 
March 15, 1947, a difficult problem is pre- 
sented to the employers in question. If they 
merely expect claims without knowing their 
extent, they will have to rely on estimates 
of their liability and to file refund claims 
on a rather arbitrary basis. How will the 
Treasury react to such claims? An amplifi- 
cation of the ruling seems to be advisable. 
Probably, refund claims, necessarily based 
on a maximum liability for 1943, will have 
to be held in abeyance until the exact lia- 
bility can be determined. [The End] 





Tax Liens v. Private Liens—Continued from page 272 





state statutes affords the lender on accounts 
receivable protection of his lien against gen- 
eral creditors of his borrower and against 
almost all state and local taxes; but if the 
lender’s lien is secret, it is probably no 
protection against federal taxes so that 
amendment of the Bankruptcy Act is in- 
dicated as the way to secure such protec- 
tion. The private creditor’s docketed judg- 
ment stands on a time parity with New 
York state’s tax claim recorded in the ap- 
propriate local office; neither the docketed 
judgment nor such recorded tax claim con- 
stitutes a lien against the property of the 
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delinquent debtor or taxpayer until there 
has been actual attachment and levy. On 
the other hand, unpaid federal taxes become 
a lien against the delinquent taxpayer’s real 
and personal property when the assessment 
list reaches the Collector or when demand 
is unsatisfied. Because the New York state 
corporate franchise tax is a first lien against 
the delinquent taxpayer’s real and personal 
property, except against the bona fide mort- 
gagee of real property, there appears to be 
no way for the lender on accounts receivable 
to protect himself against the claim for such 
taxes. [The End] 
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NTERPRETATIONS 


Court... Administrative 


APPELLATE AND LOWER COURTS 


Estates and trusts: Grantor as trustee: 
Cliford rule: Limitation—Taxpayer who 
created trusts for his children, reserving to 
himself as grantor only the powers to ap- 
point his wife as co-trustee and to name 
successor trustees, who served as co-trustee 
with broad powers of management but with 
the only possibility of sharing in either the 
corpora or the income therefrom arising by 
reason of his status as next of kin of the 
beneficiaries, is not taxable on 1939 through 
1941 trust income under the Clifford rule, 
since he had given to the trusts the benefi- 
cial interests in the property. CCA-1. 
United States of America, Defendant, Appel- 
lant v. Everett Morss, Plaintiff, Appellee, 47-1 
ustc J 9125. 


Gross income: Definition: Compensation 
paid other than in cash: Retirement annuity 
contracts.—A single premium annuity policy 
purchased for taxpayer by his employer in 
1941, which was not then in terms restricted 
as to assignability, was in fact assignable 
(and therefore taxable to taxpayer), since 
taxpayer could have resigned his position 
and disposed of the policy without incurring 
any liability to his employer. In the absence 
of evidence to the contrary, the value of the 
policy in 1941 was the amount of the single 
premium then paid for it. CCA-2. J. Carlton 
Ward, Jr., Petitioner v. Commissioner of 
Internal Revenue, Respondent, 47-1  ustc 
79159. 


Equity invested capital: Installment 
sales: “Accumulated earnings and profits” 
under Sec. 718 (a) (4): Purpose of Sec. 
736 (a): Regulations invalid.—Taxpayer, a 
furniture dealer, computed its net income 
for income tax purposes on the installment 
basis under Sec. 44 (a), and elected to avail 
itself of the option to compute its income 
from installment sales on the accrual basis 
in conformity with Sec. 736 (a), added by 
the Revenue Act of 1942. It included in its 
invested capital an amount representing a 
reserve or accumulation of uncollected prof- 
its on installment obligations held by it at 
the beginning of the tax year, derived from 
sales in the two preceding years, such amount 
being arrived at as the result of the adjust- 
ment required by the terms of Sec. 736 (a). 
This amount was excluded by the Commis- 


Interpretations 


* 


sioner. It was held that, to the extent that 
Sec. 35.736 (a)-2 of Regulations 112 denies 
such inclusion of accumulated profits, the 
Regulations contravene the purpose of Sec. 
736 (a) to place installment sellers on an 
equal footing with other taxpayers on an 
accrual basis, so far as the determination of 
the excess profits tax is concerned. Uncol- 
lected profits on installment sales are real- 
ized at the time of the sales and, being 
retained in the business at the beginning of 
the next year, they become accumulated 
earnings and profits that enter into the 
equity invested capital of that next year. 
CCA-4. Kimbrell’s Home Furnishings, Inc., 
Petitioner v. Commissioner of Internal Reve- 
nue, Respondent, 47-1 ustc § 5907. 


Gross income: Exclusions: Annuity bond 
payments.—Where taxpayer paid a consid- 
eration in purchase of an annuity contract 
from a college, in excess of the cost if the 
annuity had been bought from an insurance 
company, such additional consideration not 
constituting a gift, taxpayer was taxable 
upon annuity payments up to 3% of the 
entire consideration paid. CCA-6. Elizabeth 
L. Beattie, Petitioner v. Commissioner of In- 
ternal Revenue, Respondent, 47-1 ustc { 9153. 


Refunds and credits: ‘Time limitation 
under Secs. 322 and 3313: Distinction be- 
tween overpayment of tax illegally assessed 
and mistake in return.—A claim for refund 
of income and declared value excess profits 
taxes for 1938, based on money paid in 
liquidation of a deficiency assessment erro- 
neously and illegally made under pretended 
color of legal authority, is governed by 
Code Sec. 3313, allowing four years after. 
payment of tax for filing the claim, since 
Sec. 322, which makes the time limit three 
years from the time of return or two years 
from the time the tax was paid, applies 
only to overpayments of a tax legally im- 
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posed but arising out of an error or mistake 
in the preparation of the return. One dis- 
sent. CCA-10. H.C. Jones, Collector of In- 
ternal Revenue, Appellant v. Liberty Glass 
Company, Appellee, 47-1 ustc J 9133. 


Prohibition of suits to restrain assess- 
ment: Exceptional circumstances: Requi- 
sites for injunctive relief.—Proof of 
exceptional circumstances must be accom- 
panied by proof either that the income tax 
law is unconstitutional or that it is invalid 
as applied to taxpayer in order to authorize 
injunctive relief against the collection of tax 
and penalties for 1941, 1942 and 1943. DC 
Hawaii. Mitsukiyo Yoshimura, Plaintiff v. 
Fred H. Kanne, U. S. Collector of Internal 
Revenue, Defendant, 47-1 ustc J 9152. 


Lien for taxes: Validity: Priority: Texas 
statute.—Lien for federal taxes is inferior 
to attachment liens asserted under Articles 
5472a and 5472b, R. C. S. 1925, for the rea- 
son that federal taxes do not constitute 
labor and material within the meaning of 
the Texas statute. DC Tex. Earl Yates et 
al. v. L. C. Russell et al., 47-1 ustc J 9151. 


TAX COURT 


Deductions: Non-trade or non-business 
expenses: Investment counsel fees: Estab- 
lishment of trust: Release of powers of 


appointment: Returns.—Fees paid by tax- 
payer to her attorneys in the taxable year 
for services and advice with respect to the 
following matters were held to be deduct- 
ible as non-trade or non-business expenses 


under Code Sec. 23 (a) (2): (1) the ad- 
visability of purchasing tax anticipatory 
interest-bearing bonds; (2) the advisability 
of making personal interest-bearing loans 
to certain corporate officers for the purpose 
of enabling them to conserve their stock 
holdings, and thereby protecting taxpayer’s 
investments in the corporation; and (3), 
with respect to the merits and legal aspects 
of plans submitted to taxpayer by a firm of 
estate planners for the rearrangement and 
reinvestment of her entire estate. As a con- 
sequence of such advice and services the 
several investments were consummated. It 
was further held that attorneys’ fees for 
advice with respect to the establishment of 
a trust for taxpayer’s minor daughter, and 
with respect to the release of certain powers 
of appointment which taxpayer held over 
the corpora of trusts of which she was an 
income beneficiary for life, are not deduct- 
ible, since the relationship between the ex- 
penses incurred and the management or 
conservation of property was not shown 
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by the evidence to be sufficiently proximate 
under the rule in Bingham’s Trust v. Com- 
missioner, 325 U. S. 365, 45-2 ustc $9327. It 
was conceded that taxpayer was entitled to 
a deduction of $1,000 for 1942 and $1,50 
for 1943, representing payments made by 
taxpayer for the preparation of her tax 
returns for the respective years. Nancy Rey. 


nolds Bagley v. Commissioner, CCH Der, 
15,561. 


Deductions: Interest.—Taxpayer, an at- 
torney on the cash basis, owed A Co. ap- 
proximately $200,000. On October 16, 1941, 
taxpayer received a bill from A Co. for 
interest (due in advance) on the $200,000. 
On December 20, 1941, taxpayer borrowed 
$4,000 from A Co. and received a check 
therefor. The check was deposited in tax- 
payer’s checking account and commingled 
with other funds. On December 26, 1941, 
taxpayer paid $4,219.33 to A Co. by his 
check which was paid December 31, 1941. 
On December 26, 1941, taxpayer had 
$3,180.79 in his bank account, not including 
the proceeds of the $4,000 loan. Taxpayer 
had several bills due besides the bill to A 
Co. Commissioner disallowed deduction of 
$4,000 of the $4,219.33 interest payment de- 
ducted on the 1941 return. Tax Court held 
for taxpayer. The identity of the funds re- 
ceived from A Co. was lost. Taxpayer made 
a cash payment of interest and not a note 
payment as contended by the Commissioner, 
This case differs from the Cleaver case in 
that the interest in the Cleaver case never 
went through the borrower’s hands and 
never passed through his bank account. 
The interest in that case was merely an 
addition to the principal sum and did not 
become deductible until the notes were paid. 
Newton A. Burgess v. Commissioner, CCH 
Dec. 15,550. 


Liability for tax: Indian ward of U. S. 
Government.—Taxpayer was a duly en- 
rolled and allotted member of the Quinaielt 
Indian tribe. Although not residing on the 
reservation, so far as her holdings and in- 
terest in the reservation were concerned, 
she was classified as a ward of the federal 
government. Her allotment consists of 80 
acres of timberland and a “trust” patent was 
issued to her in 1916 and renewed indefi- 
nitely in 1934. In 1941, the Office of Indian 
Affairs, with her consent, arranged to cut, 
log, and sell the timber from her allotted 
land, and 95 per cent of the timber was sold 
in that year. The Superintendent of the 
Indian Agency received the payment for 
the timber in the amount of $3,305.49. Ac- 
cording to the practice of the Office of 
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STATE TAX 


ALABAMA 
April 1—— 
Automobile dealers’ report due. 
April 10—— 
Alcoholic beverage report of manufactur- 
ers, distributors and service licenses due. 
Automobile dealers’ report due. 
Bank income tax return (last day to file). 
Tobacco stamp and use tax report and 
payment due. 
Tobacco wholesalers’ and jobbers’ report 
due. 
April 15—— 
Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 
Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 
Motor carriers’ mileage report and tax 
due. 
Oil and gas conservation tax report and 
payment due. 
Oil and gas production tax report and 
payment due. 
April 20—— 
Automobile dealers’ report due. 
Carbonic acid gas report and payment due. 
Coal and iron ore mining tax report and 
payment due. 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
Lubricating oils tax report and payment 
due. 
Motor fuel tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 
April 30-—— 
Forest products severance tax report and 
payment due. 
Franchise tax payment (last day). 


ARIZONA 
April 1—— 
Insurance companies’ premiums tax re- 
port and payment due. 
Mining corporations’ report (last day to 
file). 
April 5—— 
Alcoholic beverages licensees’ report due. 
April 10—— 
Wholesalers of malt, vinous and spiritu- 
ous liquors report and payment due. 
April 15—— 
Gross income report and payment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
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CALENDAR 


April 25—— , 
Motor vehicle fuel distributors’, who 
salers’ and carriers’ report and paym 
due. : 


ARKANSAS 
April 10—— 

Alcoholic beverages report due. 

Motor fuel carriers’ report due. 

Natural resources severance tax repo 
and payment due. 

Property tax return due. | vi 

Statement of purchases of natural regi 
sources. 


April 20—— 
Gross receipts tax report and paymen 
due. 
Use fuel tax report and payment due. 


Third Monday. 
Bank share tax installment due. 
Property tax installment due. 


April 25—— 
Motor fuel tax report and payment due. 


CALIFORNIA 
April 1 

Common carrier distilled spirits tax re 
port and payment due. 

Gasoline tax report and payment due. 

Insurance companies’ premiums tax ad 
ditional report due. 

April 15—— 

Beer and wine report and tax due. 

Common carriers’ report of alcoholic bev 
erages imported due. 

Distilled spirits report and tax due. 

Gift tax return due. 

Motor carriers of property for hire repor 
and pay gross receipts tax. 

Off-sale retail package licensees (last day 
for filing quarterly report). 

Personal income tax return and first in- 
stallment due. 

Sales tax report and payment due (most 
newly-enacted city sales tax report and 
payment due—few due on April 20). 

Use fuel tax report and tax due. 

Use tax report and payment due. 

April 20 

Motor carriers’ gross receipts tax due. 

Real property tax (last day to pay semi- 
annual installment). 

April 30—— 
Private car tax report due. 
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COLORADO 
April 5 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 
April 10-—— 
Motor carriers’ report due. 
April 14-——— 
Sales tax report and payment due. 
Use tax report and payment due. 
April 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report and tax due. 
Income tax return and first installment 
due. 
April 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
April 30—— 
Property tax (last day to pay in one in- 
stallment without penalty). 


CONNECTICUT 
April 1 
Cable, car, express, telegraph, and tele- 
phone corporations’ tax return due. 
Gasoline tax due. 
Income (franchise) tax return and pay- 
ment due. 
Insurance companies’ premiums tax due 
from foreign companies. 
April 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 
April 20——— 
Alcholic beverage tax return and payment 
due. 


State Tax Calendar 


DELAWARE 
April 1 
Motor vehicle registration fee due. 
Railroad tax installment due. 


April 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages report due. 


April 30—— 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 
Income tax returns and first installment 
due. 
Information (annual) return due. 


DISTRICT OF COLUMBIA 
April 10—— 
Licensed manufacturers’, wholesalers’, or 


retailers’ of alcoholic beverages report 
due. 


Licensed manufacturers’ and wholesalers’ 
of beer report due. 


April 15—— 
Beer tax due. 
Income tax return and first installment 
due. 


April 25—— 


Gasoline tax report and payment due. 


FLORIDA 
April 1 
Property tax payment due (last day). 
Property tax return due. 


April 10—— 
Agents’ and wholesalers’ cigarette tax re- 
port due. 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 
April 15—— 
Dealers’, importers’ and carriers’ gasoline 
tax report and payment due. 
Motor vehicle fuel use tax report and pay- 
ment due. 
Transporters’ and carriers’ alcoholic bev- 
erages report due. 


April 25—— 
Oil and gas production tax report and 
payment due. 


GEORGIA 
April 1 
Motor vehicle registration fee due. 
Property tax due (last day except in coun- 
ties of 200,000 or more). 
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April 10-—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
April 15—— 
Malt beverage tax report due. 
April 20—— 
Gasoline tax report and payment due. 


IDAHO 
April 10—— 
Beer dealers’ report due. 
April 15—— 
Cigarette wholesalers’ drop shipment re- 
ports due. 
Electric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 
Motor carriers’ gross receipts tax due 
(Quarterly installment). 


ILLINOIS 
April 1 
Railroad companies’ information report 
on private car lines due. 
April 10—— 
Motor carriers’ mileage tax due. 
April 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ report and tax due. 
Sales tax report and payment due. 
April 20—— 
Gasoline tax report and payment due. 
April 30—— 
Gasoline transporters’ report due. 
Private car lines’ property tax return due 
(last day). 
Railroad companies’ property tax return 
due (last day). 





INDIANA 


April 1 
Alcoholic vinous beverage tax due. 
Foreign bridge and ferry companies’ prop- 

erty tax return due. 
Public utilities’ property tax return (last 
day to file). 

April 15—— 

Alcoholic vinous beverage tax due. 

Banks’ and trust companies’ intangibles 
tax report due. 

Fuel use tax report and payment due. 

April 20—— 

Bank share tax report and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 
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April 25—— 
Distributors’ and carriers’ gasoline taf 
report and payment due. 
April 30-——— 
Gross income tax report and payment du. 












IOWA 
April 1 
Bank share tax payment and report due 
(last day). 


Motor carriers’ additional tax due. 
Pipe line companies’ property tax report 
due. 
Property tax, first installment, due (last 
day). 
Railroads’ property tax report due. 
April 10—— 
Carriers’ gasoline tax report and tax due, 
Class “A” permittees’ beer tax report and 
payment due. 
April 20—— 
Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 





KANSAS 
April 10—— 
Malt beverage report due. 
April 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 
Income tax return and first installment 
due. 


Motor carriers’ gross ton mileage tax re- 
port and payment due. 
April 20—— 
Motor carriers’ property tax return due. 
Sales tax report and payment due. 
Use fuel report and payment due. 
April 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
April 10—— 
Amusement and entertainment report and 
tax due. 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 
April 15—— 
Alcoholic beverage report due. 
Corporation license tax report due. 
Fuel use tax report and payment due. 


Income tax return and first installment 


due. 
Passenger carriers’ mileage tax due. 


Public utilities’ gross receipts tax report 


and payment due. 
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April 20-—— 
Oil production tax report and payment 
due. 
April 30-—— 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 






nt due 






LOUISIANA 








April 1 
Property tax return due. 
Railroad car mileage report due 






report (last 








day). 
fe (last Tobacco wholesalers’ report due. 
April 10—— 





Importers’ gasoline tax report due. 

Importers’ kerosene tax report and pay- 
ment due. 

Importers’ light wine and beer report due. 

Importers’ lubricating oils report due. 


April 15—— 

Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ light wine and beer report due. 

Carriers’ lubricating oils tax and report 
due. 

Gift tax return and payment due. 

Intoxicating liquor manufacturers’ 
dealers’ report due. 

Wholesalers’ tobacco report due. 


April 20-—— 

Dealers’ gasoline tax report and payment 
due. 

Dealers’ kerosene tax report and payment 
due. 

Dealers’ lubricating oils tax and report 
due. 

Fuel use tax report and payment due. 

New Orleans sales and use tax report and 
payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 

Wholesale dealers’ light wine and beer 
tax report due. 


April 30 

Carriers’ quarterly report and payment 
due. 

Gas gathering tax report and payment 
due, 

Natural resources and severance tax re- 
port and payment due. 

Petroleum products report and tax due. 

Public utility and pipe line report due. 
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) April 1 

Domestic life insurance companies’ pre- 
miums tax due. 

Parlor car companies’ tax due. 
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April 10—— 





Malt beverage manufacturers’ and whole- 

salers’ report due. 
April 15—— 

Bank share tax report due. 

Express companies’ tax due. 

Telephone and telegraph companies’ ‘and 
railroads’, including street railroads’, 
statements of gross receipts due. 

Use fuel tax report and payment due. 

April 30—— 
Gasoline tax report and payment due. 


MARYLAND 
April 10—— 
Admissions tax payment due. 
April 15—— 
Bank share tax report due. 
Corporations’ property tax return due. 
Domestic corporations’ franchise tax re- 
port and payment due. 
Foreign corporations’ report and filing fee 
due. 
Income tax return and first installment 
due. 
April 30-—— 
-Beer tax report and payment due. 
Gasoline tax report and payment due. 
Purchasers of cargo lots of motor fuel re- 
port due. 


MASSACHUSETTS 
April 1 
Marine or fire and marine insurance com- 
panies’ return due. 
April 10—— 
Alcoholic beverage excise tax report and 
payment due. 
Excise (income) tax return and first in- 
stallment due. 
Meals excise tax report and payment due. 
April 20—— 
Cigarette tax report and payment due. 
April 30—— 
Motor fuel tax report and payment due. 





MICHIGAN 
April 1 
Chain store tax due. 
Insurance companies’ premiums tax due 
(last day). 
Intangibles tax return and payment due. 
April 5—— 
Carriers’ gasoline tax report and payment 
due. 
April 10—— 
Common and contract carriers’ report and 
fee due. 
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April 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
April 16—— 
Grain tax return (last day). 
April 20—— 
Distributors’ gasoline tax report and pay- 
ment due, 
Gas and oil severance tax report and pay- 
ment due (last day). 


MINNESOTA 
April 1—— 
Foreign corporation report and fee due 
(last day). 
April 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
April 15—— 
Interstate motor carriers’ mileage tax due. 
April 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
April 30—— 


Insurance companies’ premiums tax due. 


MISSISSIPPI 
April 1 
Bank share tax report due. 
Car companies’ property tax return due. 
Property tax return due. 
April 5—— 
Factories’ report due. 
First Monday. 
Railroads’ and utilities’ property tax due. 
April 10—— 
Admissions tax report and payment due. 
April 15—— 
Carriers’ gasoline tax report and payment 
due. 
Manufacturers, distributors and whole- 
salers of tobacco report due. 
Retailers, wholesalers and distributors of 
light wine and beer report due. 
Sales tax report and payment due. 
Timber severance tax report and payment 
due, 
Use fuel tax report and payment due. 
Use tax report and payment due. 
April 20—— 
Gasoline distributors’, refiners’, and pro- 
cessors’ report and payment due. 
April 25—— 
Oil severance tax and report due. 
April 30-—— 
Producers and purchasers of oil report 
due. 
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MISSOURI 
April 5—— 
Non-intoxicating beer permittees’ repor 
due. 
April 10—— 


Oil inspection tax report and payment due 
Receivers of petroleum products report 
due. 
April 15—— 
Alcoholic beverage sales report due. 





| 
| 


Retail sales tax report and payment duel 
St. Louis withholding tax payment andj April 





return due. 
April 25—— 
Use fuel tax report and payment due. 
April 30-——— 
Gasoline distributors’ report and paymen 
due. 
Soft drinks manufacturers’ report and 
payment due. 
MONTANA 
April 1 
Moving picture theatre licenses issued and 
tax due. 
Railroads’ property tax return due. 
April 15—— 


Brewers, wholesalers and transporters of 
beer report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Metalliferous mines license tax report due 
Motor carriers’ additional fee due. 
Personal income tax return and first ip 
stallment due. 


April 20—— 


Producers, transporters, dealers and re 

finers of crude petroleum report due. 
April 30—— 

Cement producers’ and dealers’ tax repor 
and payment due. 

Coal mine operators’ tax report and pay 
ment due. 

Freight line and express companies’ re- 
port due (last day). 

Freight line companies’ property tax re- 
turn due (last day). 

Oil producers’ license tax report and pay- 
ment due. 


Telegraph and natural gas companies’ tax 


and report due. 


NEBRASKA 
April 1—— 
Bank share tax report due. 
Railroad property tax return due. 
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ent due! 


April 15——— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Foreign corporations’ stockholders’ list 
due. 
Gasoline tax report and payment due. 
April 20—— 
Car companies’ report due. 


and 


NEVADA 
April 10—— 
Liquor report by out-of-state vendors due. 
April 15—— 


Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
April 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
| April 1 
Corporation report due. 
Franchise tax due. 
April 10—— 

Manufacturers’ and wholesalers’ alcoholic 
beverages report due; wholesalers’ pay- 
ment due. 

National bank share tax report due. 


April 15—— 
Property tax return due (last day). 
Use fuel tax report and payment due. 
April 30-—— 
Motor fuel report and tax due. 





NEW JERSEY 
April 1 
Marine insurance companies’ report due. 
Motor vehicle registration and fee due. 
Railroad companies’ franchise tax report 
due. 
April 10—— 
Busses (interstate) report and excise tax 
due. 
Busses (municipal) gross receipts report 
and tax due. 
Jitneys in municipalities—gross receipts 
report and tax due. 


April 15—— 
Financial business tax and report due. 
Franchise tax and report due. 





April 20—— 
Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 

tax due. 


State Tax Calendar 


April 30—— 





Carriers’ gasoline tax report due. 
Distributors’ gasoline report and payment 
due. 


NEW MEXICO 
April 1—— 
Income tax information return due. 
Merchants’ license tax quarterly install- 
ment due. 
April 15—— 
Income tax report and first installment 
due. 
Occupational gross income tax report and 
payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


April 20—— 

Electric, gas, water and steam companies’ 
inspection fee (second quarterly install- 
ment) due. 

Motor carriers’ report and tax due. 

Pipe line operators’ license tax due. 

April 25—— 

Gasoline tax report and payment due. 

Use or compensating report and payment 
due. 

April 30—— 

Bank share tax, second installment due 
(last day). 

Oil and gas well production tax report 
due. 


NEW YORK 
April 1—— 
Foreign insurance companies’ premiums 
tax report and payment due. 
New York City semi-annual installment 
of property tax due. 
April 15—— 
Personal income tax return and first in- 
stallment due. 
Unincorporated businesses’ tax return and 
payment due. 
April 20—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax on room 
rental in hotels, apartment hotels and 
rooming houses and return due. 
New York City retail sales tax return and 
payment due. 
New York City use tax return and pay- 
ment due. 
April 25—— 
Conduit companies’ tax and report due. ° 
New York City public utility excise re- 
return and payment due. 
April 30—— 
Gasoline tax report and payment due. 
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NORTH CAROLINA 





April 1 
Building and loan associations’ license tax 
due. 
Insurance companies’ and agents’ license 
fee due. 


April 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines report and payment due. 
Railroads’ alcoholic beverage report due. 


April 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


April 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


April 30-—— 
Electric light, power, street railway, gas, 


water, sewerage and telephone com- 
panies’ report and tax due. 


NORTH DAKOTA 
April 1 
Fire marshal tax due. 





Foreign corporations’ report due (last 
day). 
April 10—— 
Cigarette distributors’ report due. 
April 15—— 


Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
Motor carriers’ permit fee due. 


April 20—— 


Sales tax report and payment due. 
Use tax report and payment due. 


April 25—— 
Use fuel tax report and payment due. 





OHIO 
April 1 
Motor vehicle registration and tax due. 
April 10—— 


Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage report due. 


April 15—— 
Cigarette use tax and report due. 
Use tax report and payment due. 
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April 20—— 
Dealers’ gasoline tax report due. 


April 30—— 
Carriers’ gasoline tax report due. 
Gasoline tax due. 
Toledo employers’ withholding return and 
tax due. 
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OKLAHOMA 








April 1 
Property tax, second 


April 5—— 
Operators’ report of mines other than coal 
due. 


April 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


April 15—— 

Carriers’ mileage tax report and payment 
due. . 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


April 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
returns and tax due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


April 30-—— 
Cotton manufacturers’ report and tax due. 
Oil, gas and mineral gross production re- 
port and payment due. 





installment, due. 
















































































































OREGON 

April 1 

Insurance companies’ premiums tax due. 
Public utilities’ report due. 


April 10—— 
Oil production tax report and payment 
due. 


April 15—— 
Excise (income) tax return and first in- 
stallment due. 
Personal income tax return and first in- 
stallment due. 
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April 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Gasoline tax report and payment due. 
\Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


PENNSYLVANIA 
April 1 
Motor vehicle registration fee due. 


Pittsburgh and Scranton property tax de- 
linquent. 


April 10—— 


Importers of spirituous and vinous liquors 
report due. 
Malt beverage report due. 


April 15—— 

Corporate income tax return and first in- 
stallment due. 

Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


April 30-—— 
Gasoline tax report and payment due. 


RHODE ISLAND 
April 1 
Banks’ excise tax return and payment due. 
Insurance companies’ premiums tax re- 
turn and payment due. 
Public utilities’ tax report and payment 
due. 
April 10—— 
Manufacturers’ alcoholic beverage report 
due. 
April 15—— 
Gasoline tax report and payment due. 
Gift tax payment due. 
April 30-—— 


Corporations employing five or more per- 
sons report due. 


SOUTH CAROLINA 
April 1 


Chain store tax return and payment due. 
Domestic corporation license tax due. 


April 10— 


Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ report 
and additional tax due. 


State Tax Calendar 


Power tax return and payment due (last 


day). 
April 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 


Users of fuel oil tax return and payment 
due. 


SOUTH DAKOTA 


April 1 


Motor carriers of passengers tax due. 
Private car lines’ report due. 


April 10—— 
Interstate motor carriers’ report and tax 
due. 


April 15—— 
Alcoholic beverage sales report due. 
Carriers’ gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax report due. 
Occupational retail sales tax quarterly 
return and payment due. 
Use fuel tax report and payment due. 
Use tax quarterly return and payment due. 


April 20-—— 
’ Passenger mileage tax due. 
April 30—— 
Mineral products severance tax report and 
payment due. 


Property tax first installment due (last 
day). 


TENNESSEE 
April 1 
Motor vehicle registration and fee due. 
Public utilities’ property tax report due. 


April 10—— 
Alcoholic beverage report due (last day). 


Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


April 15—— 
Carriers of use fuel report due. 
Users of use fuel report due. 
April 20—— 
Bank share tax report due. 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Manufacturers’ property tax return due. 
Oil production tax report and payment 
due. 
Property tax return due. 


April 30—— 
Bank share tax due (last day). 








TEXAS 

April 1 

Commercial and collection agencies’ tax 
report and payment due. 


Contract carriers’ occupation tax report 
and payment due. 


Motor vehicle registration fee due. 


Public utilities’ tax report and payment 
due. 





Radios, cosmetics and playing cards tax 
report and payment due. 


Sulphur production tax report and pay- 
ment due. 


Textbook publishers’ tax report and pay- 
ment due. 
April 15—— 
Oleomargarine dealers’ report and tax 
due. 
April 20-—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 


Users of liquefied gases and liquid fuel 
tax report and payment due. 


April 25—— 
Admissions tax report and payment due. 


Carbon black production tax report and 
payment due. 


Cement distributors’ tax report and pay- 
ment due. 


Natural gas production tax report and 
payment due. 


Prizes and awards of theatres tax report 
and payment due. 


April 30 
Bank share tax report due (last day). 


Oil production tax report and payment 
due. 


Property tax return due (last day). 





UTAH 
April 10—— 


Carriers’ use fuel tax report due. 
Liquor licensee report due. 


April 15—— 


Salt Lake City occupation tax return and 
payment due. 


Use fuel tax report and payment due. 
April 25—— 


Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 
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VERMONT 
April 10—— 
Alcoholic beverage tax report and pay- 
ment due. 


April 15—— 


Electric light and power companies’ re- 


port and tax due. 





Railroad, transportation and_ telephone 
companies’ tax due. 
April 20-—— 
Property tax return due (last day). 
April 30-——— 
Gasoline tax report and payment due. 
VIRGINIA 
April 1 
Insurance companies’ premium tax due. 
April 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
April 15—— 


Corporation income tax return due. 

Motor carriers’ tax due. 

Motor vehicle registration and fee due. 
April 20—— 

Carriers’ gasoline tax report due. 

Use fuel tax report and payment due. 
April 30—— 

Gasoline tax report and payment due. 


Motor carriers’ quarterly road tax and re- 
port due. 


WASHINGTON 

April 1 

Public utilities’ special report and fee due. 

Steamboat companies’, wharfingers’ and 

warehousemen’s tax report and pay- 
ment due. 


April 10—— 
Brewers and manufacturers of malt prod- 
ucts report due. 


April 15—— 
Auto transportation companies’ report and 
payment due. 
Butter substitutes report and payment 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 


April 20—— 
Use fuel tax report and payment due. 
April 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


April 30—— 
Express companies’ report due. 
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WEST VIRGINIA 





April 1 
Public service corporations’ property tax 
return due. 


Public utilities’ report and tax due. 
April 10-—— 
\lcoholic beverage tax report and pay- 
ment due, 
April 15—— 
sales tax report and payment due. 
April 30 
Foreign corporations’ report due. 
Gasoline tax report and payment due. 


Jecupational gross income tax quarterly 
report and payment due. 





WISCONSIN 





April 1 
Co-operative associations’ report due. 
Domestic and foreign corporation’s re- 

port due (last day). 
Motor carriers’ flat tax due. 


April 10—— 


Alcoholic beverages tax report due. 
Oleomargarine tax report and payment 


April 15—— 

Gift tax return due. 

Property tax of railroad, telegraph, sleep- 
ing car, express, street railway, light, 
heat, power, air carrier and conservation 
and regulation companies report due. 


April 20—— 


Gasoline report and payment due. 


WYOMING 
April 1 
Bank share tax report due. 
Pipe line companies’ property tax return 
due. 
Public utilities property tax return due. 
Telegraph and telephone companies’ prop- 
erty tax return due. 





April 10 
Carriers’ gasoline tax report due. 





April 15 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 














due. ment due. 
FEDERAL TAX CALENDAR 
April 10—— 1065; (2)-(4), Forms 1120 and 1121; 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


April 15—— 
Return of stamp account by brokers, deal- 


ers in securities, etc., due for March. 
Form 828. 


Due date, by general extension, of returns 
for year ending October 31 in the case 
of: (1) foreign partnerships; (2) for- 
eign corporations which maintain an 
office or place of business in the United 
States; (3) domestic corporations which 
transact their business and keep their 
records and books of account abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States; and 
(5) American citizens residing or travel- 
ing abroad, including persons in the 
military or naval service on duty outside 
the United States. Forms: (1), Form 


(5) Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
November 30, in the case of fiduciaries 
for estates and trusts, but not returns of 
beneficiaries or other distributees of 
such estates or trusts. 

Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for March. Form 957. 

Due date for monthly statement and 
record of depositaries on sale of stamp 
tax stamps. 


April 30 
Returns for excise taxes due for March. 
Forms 726, 727, 728, 728 (a), 729, 932. 
Due date of quarterly return and payment 
(by depositary receipts or cash) of taxes 
withheld by employers during preced- 
ing quarter. Form W-1. 
Last day for filing quarterly return of tax 
withheld at source on corporate or gov- 
ernment bond interest. Form 1012. 
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